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EDITORIAL
One of the most remarkable and heart
ening features of the difficult times
through which the world has been passing has been the good
sportsmanship of almost everyone in this country and in many
other countries as well. It has been particularly noticeable here
because the people as a whole have probably suffered a greater
drop than anywhere else. They were so excessively prosperous
up to the middle of 1929 and there has been such deep depression
since that the distance between the heights and the depths has
been appalling. Yet in spite of the sudden transition from
affluence to penury there has been very little complaining and
almost no whining at all. One reads a good deal of comment here
and there upon the sporting way in which the well-to-do have
taken their beating and there is no doubt that they deserve
the highest praise. It is not a comfortable experience to pass
from the lap of luxury to the grip of want, and there might be a
good deal of justification for anyone who became sorry for him
self. But self-pity is a contemptible thing and the people seem to
know that. They have made up their minds that it is all in the
day’s march, all part of the general scheme of things, that one
should go from high to low and while in the low hope again for the
high. The new poor, to use a most expressive English phrase, are
acting very well in their poverty. People who never dreamt
that they would be compelled to think of the dollars have learned
to compute the cents, and some of them seem to be having a rather
good time doing it. There is, of course, a certain amount of acting
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in all this. Most of us like to present a bold front to the enemy,
but it is not uncommon to hear men, and women too, speaking
quite frankly and saying that they are really enjoying getting to
work and finding that a dollar does mean something. It is rather
good fun they say, some of them, to see how much a dollar can be
made to do. There are innumerable men who now find them
selves back where they were fifteen, twenty or twenty-five years
ago and they are faced with the necessity of starting afresh; and
the splendid thing about it is that they are doing what has to be
done and for the most part doing it cheerily.

But there is another and more important
aspect of the case which has not received
as much comment as it deserves. One does not read encomia of
the wage-earning folk for their acceptance of hard times. Some
of them are suffering severely. Nearly all of them receive less
actual compensation for their labor, although the value of the
compensation is at least as great as it was, but there are millions of
toilers who are compelled to labor in part time and to whom the
enforced idleness is a serious burden, yet one can say truly that
there has been very little protest. Of course, there has been a
good deal of what might be called organized complaint, but the
individual workers, in this country at least, have gone down into
the depression with something like a song upon their lips. They
seem to realize that for years they have been the most fortunate
representatives of their class in all the world and, now that the
general conditions prevent the continuance of that prosperity,
they, like the well-to-do, are taking their medicine with a smile.
It is impossible to speak too warmly in laudation of the attitude of
all classes of the community, from the highest to the lowest.
Here and there a labor leader, intent upon maintaining a job for
himself, has been indulging in the usual sort of class oratory, and
we have heard echoes of half-hearted threats; but these things
were to be expected. A good many labor leaders have never
done anything for humanity except to make a noise. And the
laboring men and women are not following the so-called leaders
as they did. In a great many of the trades and industries they
have learned to think for themselves. If one desires to find the
benefits of depression he may discover that one of them well
worth while has been the good sportsmanship of both capital and
labor. If one mingles with tradesmen, artisans or even the men
242
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who depend solely upon physical labor for their livelihoods, he
will find among them all the same noble spirit of acceptance. It
is enough to make every American prouder than ever of his coun
try to see how Americans can act in the face of disaster. With
such a spirit abroad among us there can be no doubt whatever
about the ability of America to carry on, and the same thing can
be said of many of the other nations. Great Britain, France and
others are presenting a record of courage and cheerfulness on the
part of the people which deserves the permanent gratitude of the
race. The trial has been long and severe. It is many a day since
there was so protracted a period of distress. There have been
other crises which have been more acute, but this one is notable
for its long continuance. It is, therefore, a greater trial to most
people than were the short, sharp depressions of the past—yet, in
spite of that also, the people carry on.
In the notice of the annual meeting of
the Atchison, Topeka and Santa Fé
Railway Company, to be held at Topeka
April 28th, it is announced that there will be a vote upon a pro
posal to amend article XVIII of the by-laws of the company,
which reads thus:
“The stockholders at each annual meeting shall elect an inde
pendent auditor or firm of auditors to audit the books and ac
counts of the company as soon as may be after the close of the
fiscal year. The certificate of such independent auditor or audi
tors shall be published in the annual report of the company.”
Railways and
Audits

The notice of the meeting is accompanied by a letter from the
president of the company to the stockholders and the following
paragraph from that letter is significant:
“The proposed amendment of article XVIII of the by-laws is
for the purpose of eliminating therefrom the compulsory require
ment that there be an annual independent audit of the company’s
books and records. The company’s books and records are kept
in the manner and form prescribed by the interstate commerce
commission and are annually inspected by representatives of the
interstate commerce commission and of the commissioner of
internal revenue. Most of the larger railroad companies no
longer have independent audits; such audit is, therefore, believed
to be a needless expense.”

In a sense the action which will doubtless be taken by the stock
holders of the Atchison, Topeka and Santa Fé Railway Company
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marks a stage in the development of accounting practice, but it
can not be said that it marks progress toward better conditions or
frank exposition of affairs. It is perfectly true, as Mr. Storey
says in his letter, that most of the larger railway companies have
given up the custom of independent audit. He might also have
said that at no time in the history of American business has there
been any general inclination on the part of railways to submit
their records to analysis by independent auditors. Many of the
great trunk lines and some of the minor roads have employed
auditors in the past, but with very few exceptions the scope of
audit laid down by the company—or it would be more accurate
to say by the directors of the company—has not been sufficiently
comprehensive to permit a searching investigation of all con
stituent factors.

In the early days, much of the capital
invested in American railways came
from Great Britain, and British account
ants were engaged to come to America for the purpose of safe
guarding British interests. The ventures in which foreign money
was most generously employed were the railways, and, accord
ingly, the audit of the larger roads was for a long time conducted
by men who had been retained by British investors. The nature
of the audit which was common in those times differed somewhat
from the modern idea of thorough analysis. Many things which
the auditors might have desired to do were not possible within
the limited scope allowed them, and there was some dissatisfaction
on the part of accountants because of the restrictions which were
placed about their operations. To the railways it may have
seemed that the kind of audit which was customary did not
justify the expense, especially in view of the increasing supervision
exercised by the interstate commerce commission. If it had been
considered possible by the railways to employ accountants to
make thorough investigation of all the activities of the railways,
the tendency to disparage independent audit, indicated in the
letter of the president of the Santa Fé, would never have gained
headway. Probably there is not a well informed railway man in
the country who would deny the advantages of real analysis of
accounts, records, etc. and of inspection of conditions, but the
unfortunate fact is that the railways began their association with
independent audit by calling for incomplete investigation, and,
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consequently, the custom of audit has become less and less com
mon—and now the announcement of a proposal by the Santa Fé
to abandon the principle of audit removes one of the last impor
tant traces of an earlier method of supervision.
If one looks at this subject from the
Is Government Super
point
of view of the management, the
vision Sufficient?
action of the railways in giving up
independent audit may seem reasonable, but there is a distinct
peril in the change. It is true enough, as the president of the
Santa Fé says, that the accounts of railways are inspected by
representatives of the interstate commerce commission and the
commissioner of internal revenue, but this is really confusing
the question. Audit by agents of the interstate commerce com
mission is directed largely toward the review of methods of
account-keeping and the observance of rules and regulations.
Emissaries of the bureau of internal revenue conduct an audit
solely with reference to the incidence and collection of taxes.
Audits by public accountants are for the benefit of stockholders,
and in nine cases out of ten they would be wholly different from
the kind of audits conducted by either of the government depart
ments which have been mentioned. Furthermore, it may be
permissible to inquire how searching government inspection can
be. Representatives of government may not be careless, but
inspections of all kinds made by servants of federal, state or
municipal governments are not, as a rule, adequate. It is rather
notorious that bank examinations, for example, in some states
mean almost nothing. If bank examinations were always what
they should be, many of the banks which have failed in the last
year would not have been allowed to remain so long with open
doors and receiving tellers on duty, and countless millions of
depositors’ money would have been saved. It stands to reason
that no inspector, accompanied perhaps by a helper or two, can
stop for two or three days and review the accounts of a bank of
any magnitude and give a certificate of condition which carries
much weight. In the case of public utilities, which in every
state are supervised by commissions of one sort or another, the
extent of investigation is quite restricted and it is commonly
believed that fatal weaknesses in the structure of such corpora
tions could exist without attracting the attention of the casual
inspector. It is true throughout the world that civil servants are
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always in danger of becoming mechanical and perhaps too much
addicted to rule of thumb. It is probably safe to say that the
discreet investor would not care to rely solely upon opinions
expressed or approvals given by investigators employed by
government, whether federal, state or municipal.

But the great point to be remembered
in this whole discussion is that even in
the case of railways, which perhaps
present as much difficulty as any department of industry where
the question of audit is involved, it is dangerous to relinquish the
examination and report by unbiased investigators. Perhaps the
tendency which Mr. Storey recalls is due primarily to a desire to
cut down expenses. In the case of the Sante Fé, which is one of
the best managed roads in the world, such an argument would not
be favored. It is the history of that road that the outlay of
money and effort for the betterment of conditions and the pre
vention of decline in standards has never been withheld. Some
weaker roads may, however, have been short-sighted and have re
garded the employment of professional accountants as an act of
needless expense, to use Mr. Storey’s own words. Furthermore,
it would be a grave mistake to regard railways and ordinary
kinds of business in the same light. However weak may be the
arguments of the railways which advocate doing away with audit,
they would appear strong in comparison with anything that could
be adduced to suggest avoidance of audit in other kinds of
activity. We do not have much faith in the efficacy of what may
be called official audit, by which we mean investigations or inspec
tions conducted by officers of the government, but whatever pro
tection may be afforded by the labor of such agencies is wholly
lacking in the case of ordinary industry and business. The
accountants who have been distressed by the letter of the presi
dent of the Santa Fé really need feel no grave misgiving. The
case is one that is not controlling and it would not be astonishing
to find that in the course of a year or two there will be a reversion
of feeling and accountants will be called in again, this time to
perform a complete audit of railway accounts and activities.
Railways in a Class
by Themselves

Our attention has been directed to the
third annual report of the First Bank
Stock Corporation, Inc., in the state of Minnesota. In the course
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of this report mention is made of the First Service Corporation.
And, as this does not seem to be the kind of an organization one
usually associates with the conception of banking, it is necessary
to turn to the articles of incorporation to find out what it may be.
The following is an extract from the certificate of incorporation:
General Nature of Business
(a) To conduct researches into and investigations of any and all businesses
and business methods and to disseminate the results of such researches and
investigations and to give information and advice to banks, trust companies,
financial and other corporations;
(b) To furnish a statistical service of whatsoever nature for corporations,
partnerships and individuals;
(c) To keep, examine, audit, analyze, report upon, and certify to the books,
accounts and records of corporations, partnerships, and individuals, to install
systems of accounting and to transact a general auditing and accounting busi
ness, all in such manner and to such extent as may be permitted by law;
(d) To engage in the business of credit reporting, to collect and disseminate
credit information, and to install credit systems;
(e) To buy, sell, deal in, and do a general brokerage business in all kinds of
listed and unlisted stocks, bonds and other securities;
(f) To act directly or indirectly as agent for insurance, indemnity, and
surety companies in soliciting and receiving applications for insurance policies
and indemnity and surety bonds of every description, to collect premiums,
and to do such other business as may be delegated to agents by such insurance,
indemnity, and surety companies, and to conduct a general insurance and
indemnity and surety bond agency and an insurance and indemnity and surety
bond brokerage business;
(g) To conduct the business of an agent in the collection, adjustment, com
promise, and settlement of debts, demands, accounts and claims of all kinds;
(h) To conduct a general advertising business, both as principals and
agents, including the preparation and arrangement of advertisements and the
manufacture and construction of advertising devices and novelties, to erect,
construct, purchase, lease, or otherwise acquire, fences, billboards, signboards,
buildings, and other structures suitable for advertising purposes, to carry on
the business of printers, publishers, painters, and decorators in connection with
such advertising business, and to make and carry out contracts of every
description in connection therewith;
(i) To examine into the assets, business and business prospects of corpora
tions, partnerships, and individuals, and to make reports thereon and recom
mendations as to the value of any such business and the future prospects
thereof;
(j) To appraise real estate, securities and other property and to report upon
such appraisals;
(k) To furnish information and advice with reference to income and other
taxes in such manner and to such extent as may be permitted by law;
(1) To purchase, lease, manufacture, or otherwise acquire, hold, sell, ex
change, transfer, repair, maintain, and in any other manner deal in and deal
with office supplies and furniture and fixtures of every description;
(m) To purchase, lease, or otherwise take, hold, sell, exchange, transfer,
repair, maintain, improve, mortgage, and in any other manner deal in and
deal with real property, mixed, and personal property wherever situated;
(n) To manage and operate as agent for corporations, partnerships, and
individuals, farms, farm lands, and buildings and real estate of every descrip
tion, rural or urban, wherever situated;
(o) To purchase or otherwise acquire, hold, use, sell, and in any manner
dispose of and deal in patents, inventions, improvements, processes, copyrighted
publications, trade-marks, trade names, rights and licenses secured under letters
patent, copyrights or otherwise, and to grant licenses or other rights therein.
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There may be something significant in
the fact that the categories of under
takings end on the letter “o”, but one
must confess to a sense of disappointment that the list is not quite
complete. Two or three things seem to have been omitted. For
example, nothing is said about the establishment of a crèche—
yet it would hold great possibilities. One might imagine lines of
depositors placing their wards in safe keeping while they wan
dered from branch to branch of this all-inclusive organization.
It might be profitable in many ways. It has been suggested that
perhaps the articles of incorporation were written by some young
lawyer with an expansive imagination, who thought to protect
his clients in any extravagant ventures which their energies might
involve. A great many articles of incorporation attempt to swal
low the world. Then again it may be that the directors have not
had an opportunity to consider the full force and effect of this
all-embracing incorporation. Some of them are men of promi
nence in the community, and it is difficult to understand how they
could be acting as directors without knowledge of the facts, but it
is permissible at least to give them credit for such a possibility.
Perhaps the real purpose of this new company is to enter into the
field of accounting. If so, it has an unhappy future ahead of it.
Some years ago a few banks, notably in Detroit, made the essay
of penetration into the realms of public accounting, but it did not
pay. It was generally condemned, and, so far as we know, the
plan has been entirely abandoned. There have been other in
stances of men who were not accountants attempting to break into
the field of accountancy, but the result has always been failure in
the long run. It is generally a pretty good plan for the cobbler to
stick to his last and the banker to stick to his bank. Brokers,
analysts, credit agencies, insurance companies, advertising
agents, appraisers, furniture dealers, real-estate men, patent
attorneys, lawyers, accountants—these are some of the enemies
that will be aroused by the attempt of a bank to do everything.
The fate of Æsop’s frog awaits such self-inflation. No one can
possibly expect success who attempts to do everything. There is
probably nothing in the laws of Minnesota to preclude embarka
tion upon a wholesale adventure of this sort. But what would the
federal reserve board say about so elastic a policy of one of its
members? The answer to that question should be interesting.
If the directors do not know about the possible activities of this
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new corporation they should be grateful to any one who will bring
the matter to their attention. For example, in the list of directors
we find presidents of insurance companies, presidents of cereal
producing companies, railway presidents, presidents of copper
companies and packing companies, etc. Would the president of
an insurance company, for example, be in favor of an extension
of the First Service Corporation’s activities to include insurance?
Yet that is one of the things which is specifically permitted in the
articles of incorporation. The matter would not be worth con
sideration for a moment were it not for the prominence of some
of the men concerned, but in any case it is preposterous and if the
directors have a sense of humor they will be greatly entertained
by reading over those items from “a” to “o” inclusive.
In the report of the president of the
International Harvester Company to
the stockholders relative to the condi
tion of the company at the end of the fiscal year ended December
31, 1931, there is interesting evidence of the increasing trend
toward frank and clear statements of condition. For example,
the income account shows profit for the year amounting to
$1,346,537 and to this is added $11,000,000 taken from reserves
from prior years’ earnings for decline in market values, etc., now
released to income. The balance carried to surplus is therefore
$12,346,537. In the remarks attached to the report this disposi
tion of reserves is the subject of comment as follows:
“Reserves established in prior years for the protection of the
business in adverse times were drawn upon to the extent of
$11,000,000, thus limiting the call upon surplus account to
$4,412,000, for the payment of dividends declared in 1931. The
remaining reserves are believed to be sufficient to meet any
adverse conditions that may be reasonably anticipated.”
The certificate of the auditors is one that appeals to the common
sense of the ordinary investor. In a great many cases there has
been just criticism of the vague generalities of accountants’ certifi
cates, but everyone who understands the simplest principles of
business will feel a sense of confidence in such a statement as that
which is attached to the accounts in this case.
A Lucid Statement
of Condition

In former issues of The Journal of
Accountancy we have drawn attention
to the efforts being made by the authorities of the New York

Reports of Condition
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stock exchange to encourage the presentation of more frequent
reports of condition from the companies listed on the exchange.
A statement in the New York Evening World-Telegram on
February 25th contains a tabulation showing the frequency of
earnings statements of listed companies. From this it appears
that 23.6 per cent of these corporations submit annual reports,
21.4 per cent, semi-annual, 51.7 per cent, quarterly and 3.3 per
cent, monthly reports. Practically all the reports in the last
category are those of public utilities. The statement also informs
us that only thirteen concerns failed to live up to their agreement
with the stock exchange with reference to the frequency of reports.
Of the thirteen, six are in receivership. This is an excellent record
and indicates that the efforts of the exchange are bearing fruit.
It seems that nothing but good can result from the submission
of frequent reports of condition.

A midwestern newspaper recently con
tained an advertisement which read as
follows: “Accountant wants any kind of accounting clientele.”
This advertisement was sent to us with the intention of drawing a
moral, but it seems to be about as frank and complete an adver
tisement as one could imagine. It may be that the person who
inserted it is in peculiar need of clients, but at least he is forth
right. If every professional man, whether physician, lawyer,
accountant or other, were asked a plain statement of fact he would
admit that his wants were parallel to those of the young gentleman
who advertised. The only difference is in the manner of ap
proach. One may be a bit skeptical, however, about the efficacy
of this cry from Macedonia.
Send Us Clients
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Accounts of a Mortgage Guaranty Company
By Edward

J.

Buehler

and

James McBean, Jr.

For many years mortgage guaranty companies have been lend
ing on first mortgages and selling these mortgages to the public as
investments with their guaranty of the payment of principal and
interest. The latest available reports show that such companies
incorporated (under the insurance law) in the state of New York
had outstanding guaranteed mortgages of about two and one-half
billion dollars, which indicates their import as a financial
factor.
The accounting problems involved are of interest because of the
large sums invested in mortgages by the public and the large
contingent liability of the guaranty companies to investors for
the payment of principal and interest.
This article presents a system of accounts designed to meet the
accounting problems of these companies. It includes a method
of calculating interest which may also be used by companies
having considerable investments in bonds as well as in mortgages.
Experience has proved it accurate. Moreover, it spreads the
clerical work throughout the period and facilitates the prepara
tion of reports, which can in some instances be submitted to the
executives as early as the first of each month.
Partly in order that the background may be complete and
partly because the business transactions of the company are
reflected in the accounting records, a brief outline of the operations
of a mortgage guaranty company is necessary.
Usually each lending institution has its own definite policy with
regard to the type, character and location of buildings upon which
it will make loans. For example, some will not consider loans on
special types of buildings, such as garages, theatres, churches,
etc., or those leased to one tenant only. Objection to making
such loans is well founded, for in the event of a default in interest,
taxes or amortization and the necessity of foreclosure proceedings
to obtain title to the property, the company should not be bur
dened with a building useful only to some specialized business.
Similarly some companies will not make building loans, for in the
event of foreclosure they might be obliged not only to take over
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the property but also to advance additional funds for its
completion.
In determining the amount to be lent, certain limitations im
posed by law or by the company’s own policy need to be consid
ered. For instance in New York, loans made by mortgage
guaranty companies must not exceed two-thirds of the appraised
value of the property. A company may follow a more conserva
tive policy whereby it voluntarily reduces such percentage.
While many factors enter into the determination of appraised
values, it might be stated that present conditions have emphasized
the advisability of considering the net income available for
amortization, interest and other charges.
RECEIVABLE RECORDS

Promptly upon the closing of a loan, the loan receivable,
property and maturity cards are prepared from the original
papers, and the loan is listed on the proper block card.
The loan receivable card (form I) is a complete record of the
mortgage receivable, showing at all times the balance due on
account of principal and unpaid interest. It gives the loan
number, the name and address of the owner and the borrower,
the property on which the loan has been made, appraised value
and date of the appraisal, date of the mortgage, maturity date,
amortization requirements, interest rate and dates, insurance
coverage and the amount lent. The last is posted from the cash
disbursements book; the other data are posted from the original
papers. As is true of other forms mentioned here, the receivable
card will differ in some details among various companies, but the
items mentioned are essential. This card relates solely to the
borrower and gives no data regarding the sale of the mortgage
to the investor.
Inasmuch as a number of important original papers, such as
bonds, mortgages and assignments, pass through the company’s
office, it has been found wise either to keep a record book in which
to enter their receipt and ultimate disposition or to make such
entries upon the reverse side of the loan-receivable card.
The cards are controlled by the mortgages-receivable account
in the general ledger, with which they should be in balance.
Prior to the date when interest (and instalments, if any) are
due, the amounts then receivable are entered on the loan
receivable cards in the amount column, and notice is sent to the
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borrower. As the money is received by the company, it is posted
from the cash-receipts book to the “received” section of the
instalment and interest columns on the card.
The loan-receivable card is filed numerically by interest dates.
In order that it may be readily found, a record known as the card
index is kept. This is a list of loan numbers arranged in numerical
order, with six columns to the right, each column being used for
two months, as, for example, January and July. When a loan is
closed, the number of it is entered in the column for the months in
which interest is due.
The property card gives the address of the premises upon which
the loan has been made, the loan number and interest dates. It
is used as a cross index enabling one when the address of the
property is known, to trace the loan card which, as stated in the
preceding paragraph, has been filed numerically by interest dates.
The management must know the volume of mortgage loans
that mature each month. This information is obtained from the
maturity cards, which are made out, as stated above, when the
property cards are prepared. They give the number of the loan,
the maturity date and the balance due at maturity. The cards
are filed according to maturity dates.
PAYABLE RECORDS

When a mortgage loan is sold, an assignment and guaranty
policy are made out and delivered to the investor, together with
the original bond, mortgage, appraisal, etc.
The loan-payable card (form II) is prepared from the policy.
It gives the name and address of the investor and data relating to
the mortgage, such as the loan number, premises, maturity date,
amortizations, interest rates, when payable, and the date from
which the investor receives interest. It is used by the accounting
department, and is filed numerically by interest dates.
The loan-payable card gives a complete record of the account
with the investor. When a loan is sold by the mortgage com
pany, the amount is posted from the cash-receipts book to the
principal column on the loan-payable card. As interest, amorti
zations and eventually principal payments are made to the in
vestor, they are posted from the cash disbursements book to the
interest and instalment columns on the card.
In addition to selling individual mortgages to one party, loans
may be set aside and sold as mortgage certificates representing
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fractional parts of mortgages. Another common practice is that
of pooling a group of mortgages and issuing certificates against
the group, rather than against the individual mortgages. When
certificates are issued, the assignment, appraisal, bond and mort
gage may be delivered to a trustee and authenticated certificates
may be issued. The latter may also be registered.
A certificate card is prepared for each certificate sold. This
card is similar to the one used for a loan payable except that the
certificate number is also shown. The instalment column would
rarely be used, for a separate certificate or certificates would
usually be sold for each instalment.
The loan payable and certificate cards may be used for prepar
ing the cheques sent to investors.
Payments to investors may also be made by using remittance
cards. Under this plan, two types of cards are used, one for
investors holding full mortgages and another for those holding
certificates.
The first type is similar to the loan-payable card and gives the
information necessary to draw the cheque and to advise the in
vestor what it is for, such as premises, amount of loan, interest,
amortizations, etc. Only one mortgage is entered on each card.
The second type is a separate card for each investor owning
certificates, one card being used for January and July items, an
other for February and August, etc. On it are listed the certifi
cates, giving the principal sum of each and the amount of interest
payable. A cheque is drawn for the total of the latter.
Interest cheques are usually mailed by the company on the
last day of the month, so that they may reach the investor
promptly on the first. A remittance notice is enclosed with each
cheque, showing the items in detail.
Cheques may be made out either by means of stencils or typed
in duplicate sets, the duplicate serving as the cash disbursement
record. One cheque may be drawn for the total amount of such
disbursements and deposited in a special bank account. This is
drawn upon for the disbursements described above, which are
made the following day. It acts in a sense as an imprest fund
having no balance except outstanding cheques.
GENERAL BOOKS AND ACCOUNTS

The accounting matters discussed in this article are chiefly
those relating to the various mortgage and interest accounts; the
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others present no unusual features. The profit-and-loss state
ment and balance-sheet may readily be prepared from the ac
counts listed below. With regard to the balance-sheet, it might
be noted that the outstanding mortgages upon which the com
pany has guaranteed the payment of principal and interest may
be shown as a direct liability, offset by the contra item, “mort
gages receivable” of an equal amount. It would, however, seem
preferable to show this as a foot-note, as “guaranteed mortgages
outstanding $.............. ,” for the company’s liability is contingent
and not direct.
The books of account are the cashbooks, journal, interest
calculations book and general ledger.
The following list gives the columns of a typical cash-receipts
book:

Total cash and/or bank columns
Interest due and receivable
Interest received in advance
Interest on satisfactions
Extra interest
Mortgages
Guaranteed mortgages
Guaranteed certificates
Instalments due and receivable
Real-estate income
Other columns and miscellaneous

The columns which are used in the cash disbursements book
are as follows:
Total cash and/or bank columns
Interest on guaranteed mortgages and certificates
Mortgages
Guaranteed mortgages
Guaranteed certificates
Real-estate expense
General expense
Other columns and miscellaneous

Vouchers should be used to support all disbursements, either
for current expenses or for the purchase of mortgages. In the
latter event, the voucher should give the name of the borrower,
description of the property, amount of loan, interest rate, dates,
etc.
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The following is a typical chart of accounts:
Assets
Accrued interest receivable control *
Cash on deposit
Certificates of deposit
Furniture and fixtures
Instalments receivable
Insurance premiums advanced
Interest due and receivable
Investments
Mortgages receivable
Office building and real estate
Other real estate
Petty-cash fund
Taxes advanced

Liabilities
Accrued interest payable control *
Accrued interest receivable paid in
advance
Capital
Capital surplus
Deposit account fire losses
Deposit account sales
Dividends payable
Guaranteed mortgages
Guaranteed certificates
Notes payable
Premiums received in advance
Reserve for depreciation—furniture
and fixtures
Reserve for depreciation—office
building
Reserve for taxes
Surplus
Suspense
Undivided profits

Income
Appraisal and inspection fees
Commissions
Dividends received
Extension fees
Interest earned on mortgages
Interest on bank balances
Interest on certificates of deposit
Interest on investments
Interest on government bonds
Extra interest
Premium income
Real-estate income

Expenses
Advertising
Commissions
Depreciation—furniture and fixtures
Depreciation—office building
Donations
Fees to committee and directors
General expense (analyze)
Interest expense on guaranteed mort
gages and certificates
Interest expense on deposit account
sales
Office building expense (analyze)
Postage, printing and stationery
Real-estate expense
Salaries—officers
Salaries—clerical
Taxes

It should be pointed out that all entries relating to mortgages
should show the interest rate and dates (as January and July,
February and August, etc.). Entries relating to mortgages and
certificates sold should give both interest receivable and payable
rates (as 6 at
It is also necessary to show interest dates
* These accounts are analyzed according to the months in which interest is receivable or pay
able. See under interest calculations.
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on all entries for interest received in advance, on satisfactions and
on redemptions.
INTEREST CALCULATIONS

The interest calculations book is a most important record.
The largest items of income and expense are interest income
(including premiums) on mortgages receivable and interest ex
pense on guaranteed mortgages and certificates. In order
accurately to determine the profit or loss for each fiscal period,
interest must be accrued as of the closing date.
To calculate the accrued interest on each mortgage and cer
tificate would require considerable time. This task, however,
may be reduced by grouping the mortgages according to interest
rates and dates, and calculating the accrued interest on the
principal amount of each group, allowing for loans outstanding
for less than the full six months’ period.
An extension of this plan of calculation by groups permits the
interest income, expense and accruals to be readily determined
each month. It requires slightly more work from day to day,
but less at the end of the month and fiscal period, and, as previ
ously suggested, it permits the presentation of a balance-sheet and
profit-and-loss statement to the executives of the company
promptly after the end of the month.
To install this system, the mortgages receivable at the beginning
of the period should first be divided into seven sections, six being
according to the months in which interest becomes due semi
annually upon the first day, (as January and July, February and
August, etc.) and the seventh, a miscellaneous section. This
latter would include loans upon which interest is due either
quarterly or upon dates other than the first of the month. Each
section should then be further divided according to interest
rates (6%, 5½%, etc.).
These sections are subsidiary to the mortgages receivable ac
count in the general ledger, with which they should be in balance.
The interest-calculations book is used to determine interest
income and expense. It is composed of two types of sheets,
change sheets and summary sheets. The former are working
sheets recording the day’s changes in the principal sums; the
latter show the balances of principal in each group at the end of
the day. A specimen summary sheet for mortgages and certifi
cates sold is given as form III.
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Cash disbursements of the first day of the month for loans
closed are posted from the cash-disbursements book to the change
sheets. They are entered there as “additions” under groups
according to interest rate and the month in which interest is re
ceivable. Cash received in satisfaction of mortgages is posted
from the cashbook to the change sheet each day. The amount is
entered there as “deductions” from mortgages receivable under
the appropriate month and rate grouping. Journal entries affect
ing the mortgages-receivable account are similarly posted to these
sheets. The total daily additions are added to and the deductions
are subtracted from the previous balances. The new balances
thus obtained represent the mortgages receivable as of the close of
business on the first of the month, and as such they are entered
on the summary sheet of the interest-calculations book.
The transactions relating to mortgages receivable should be
similarly treated all through the month. If for any day there are
no changes, the balance of the preceding day should be carried
down.
At the end of the month, the columns of the various groups are
added and the total of each column is, in the case of a thirty-day
month, divided by thirty. The amounts thus obtained are the
average daily balances of mortgages receivable upon which inter
est has been earned. Interest earned is calculated upon such
average daily balances at the rate shown by the columnar head
ings and is recorded by the following journal entry:

Accrued interest receivable (control). ..
xxxx
January and July............................. xx
February and August...................... xx
March and September..................... xx
April and October............................ xx
May and November........................ xx
June and December......................... xx
Miscellaneous.................................... xx
To interest earned on mortgages...................
To record the interest earned on mortgages
for the month.

xxxx

In the case of a twenty-eight or twenty-nine day month, the
totals for the last day should again be entered either twice or
once more to make a month of thirty days. On a thirty-one day
month the changes of the thirty-first day should be entered as of
the thirtieth, thus continuing the same thirty-day month basis.
Some companies neither collect nor pay interest on loans closed
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or sold upon the thirty-first day of the month. In that event
such principal amounts should be entered on the change sheets
and the balances on the summary sheets should be adjusted after
the interest has been calculated, thus keeping the principal sums
in agreement with the general ledger accounts. The specimen
summary sheet presented (form III), for mortgages and certifi
cates sold, has been prepared upon that basis.
The mortgages and certificates sold should be similarly divided
into seven sections according to interest dates (including miscel
laneous) and, in order to determine premium income, also sub
divided according to the interest rates receivable and payable, as
January and July, 6 at 5½%,5½%
at 5½%
at 5%, etc. The
first rate denotes the interest receivable; the second the interest
payable. As with the mortgages receivable, all entries affecting
mortgages and certificates sold should be posted to the change
sheets and each day’s closing balances to the monthly sum
mary.
The monthly and miscellaneous sections are subsidiary to the
guaranteed mortgages and certificates accounts, with which they
should be in agreement.
The average daily balances for the month are determined and
the interest expense calculated for each section in the same man
ner as for the mortgages receivable. Interest expense is recorded
by the following journal entry:

Interest expense on guaranteed mortgages
and certificates.............................. xxxx
To accrued interest payable (control).............
January and July......................... xx
February and August.................. xx
March and September................. xx
April and October........................ xx
May and November.................... xx
June and December..................... xx
Miscellaneous................................ xx
To record the interest expense
for the month on mortgages
and certificates sold.

xxxx

Corrections and the so-called extra day’s interest, for the thirtyfirst day of the month, should be entered in the adjustment col
umns with an adequate explanation of the entry.
A trial balance should be taken of each section of the receivable,
payable and certificate cards twice a year, as of the interest dates,
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in order to prove that the principal sums are in agreement with
the interest-calculations book.
The company usually retains a premium of one-half of one per
cent per annum of the interest on the principal sum as it is
collected. The earned premiums are calculated by taking oneeleventh of the interest expense on loans sold at five and
one-half per cent and one-tenth on those sold at five per cent.,
excluding however, the interest expense on loans upon which
there are no premiums.
In New York the franchise tax of a corporation organized under
the insurance law is one per cent of the premium income. If or
ganized under the banking law, the tax is four and one-half per
cent of net income or a minimum tax of one mill on each dollar of
capital stock issued.
It is not necessary for a company under the supervision of
the banking department to determine premium income. There
fore, when preparing interest records for such a company,
the mortgages and certificates sold need not be subdivided
to show both interest receivable and payable rates, as 6 at
5½% and 5½ at 5½%; one group for the 5½% payables is
sufficient.
A journal entry should be made on the first of each month
charging interest due and receivable and crediting accruedinterest-receivable accounts with the interest receivable on, for
example, January (and July) mortgages, as shown by the Ioanreceivable cards. This amount should balance the accrued
interest in the January and July section of the accrued in
terest receivable account.
Similarly, the cheques drawn in payment of interest due to
investors on January first should be for the amount which the
accrued interest-payable account actually shows to be due and
payable on that date.
An automatic check on the accuracy of the accruals is thus
obtained by dividing the accrued interest, both receivable and
payable, according to months. In addition, errors are localized,
and the total amount of the interest cheques drawn to investors
is verified before they are mailed.
MORTGAGE ANALYSIS BOOK

For sales and statistical purposes, as well as for general office use,
a mortgage analysis book should be kept, dividing the mort260
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gages-receivable account in the general ledger into the follow
ing groups:
Mortgages on hand (unsold)
Guaranteed mortgages (sold)
Certificates on hand (unsold)
Guaranteed certificates (sold)
Extensions
Other loans
This book may be used for various purposes, and it should be
prepared with thought of the needs of the company under con
sideration. For example, it may be used by the sales department
as a reference giving the mortgages and certificates available for
sale. It may also be used for statistical purposes in determining
the total mortgages that have been sold and redeemed during the
company’s existence.
A statement should be prepared either daily or weekly showing
the cash position of the company, its commitments, mortgages
and certificates sold and unsold, etc. The latter information is
obtained from the mortgage analysis book. The total commit
ments are taken from the loan application records.
IN GENERAL

In order to prevent an undue concentration of risk in any
locality, a company, before making a loan, may also consider the
amount which it already has outstanding in the block or neigh
borhood for which the new application has been made. To ob
tain this information a “block card” file is kept, with a separate
card for each street or block. On the appropriate cards are
shown all outstanding mortgages for the territory, and reference
should be made to these cards when considering applications for
new loans.
A mortgage guaranty company should take adequate precau
tions that the properties upon which it has lent its funds are
sufficiently insured and that all taxes are paid. Therefore, it is
customary to require that the company hold the insurance poli
cies and that any loss shall be payable to the mortgagee or guaran
tor as its interest may appear. It is also often required that the
policy be stamped “paid,” in order to eliminate cancellations and
the receipt of unauthorized policies.
Should the borrower fail to cover the property with adequate
insurance, the company places the insurance for its own protec
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tion either with an independent broker or with an insurance
agency which it controls. In any event, the premiums are
charged to the borrower.
Since real-estate taxes and assessments are liens having priority
over mortgages, the borrower should be required periodically to
submit his receipt in evidence of the payment of these items.
This may be handled either through the accounting department
or through a separate department.
If principal or amortizations, interest, taxes, etc. are not paid
by the borrower, a company may foreclose in order to protect its
investment. These proceedings may be instituted either di
rectly or through a subsidiary company. However, they offer
no accounting difficulties.
The system described has been in effective use for companies
having outstanding guaranteed mortgages of over thirty million
dollars. For companies of this size there is little advantage in
the use of mechanical accounting equipment. For larger com
panies the adoption of machine accounting would be beneficial,
but it would not change the general scope of the accounting
methods.
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Loan Receivable Card (Form I)
January
July
Owner Jones Real Estate Co., Inc.
1098 Seeley Avenue, New York City

No. 22,579

Bond of Jones Real Estate Co., Inc.
Premises 1527 Rutherford Place, New York City
Sec. 6
Bl. 1753
Lot 53
Dated July 29, 1930
Interest from July 29, 1930
Due $600.00 Jan. and July 1, 1931, 1932, 1933, 1934, Jan. 1, 1935 and balance
July 29, 1935
Mtge. rate 6%
Payable Jan. and July 1
Appraisal A.B.C. 7/2/30 $100,000 (30,000)
Insurance 60 M
Interest

Instalment
Principal

Date
1930
July 29
1931
Jan. 1
July 1

CD
127

Received

Amount

Amount

Amount

Date

Received

Date

Amount

60,000.00

600.00
600.00

600.00 1/2/31 1,520.00 1,520.00 1/2/31
600.00 7/9/31 1,782.00 1,782.00 7/9/31

Loan Payable Card (Form II)
January
Assigned to John Smith
17 Seton Street, New York City

July
No. 22,579

Premises 1527 Rutherford Place, New York City
Due $600.00 Jan. and July 1, 1931, 1932, 1933, 1934, Jan. 1, 1935 and balance
July 29, 1935
Guar. rate 5½%
Mtge. rate 6%
Payable Jan. and July 1
Interest from August 17, 1930
Instalment

Date
1930
Aug. 17
1931
Jan. 1
July 1

Remarks
C R 160

Principal Amount
60,000.00

600.00
600.00

C D 217
C D 295
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Paid

1/1/31
7/1/31

Interest

Amount

1,228.33
1,633.50

Paid

1/1/31
7/1/31
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Mortgages

and

Certificates Sold, January

and

July

6 @ 6%
$329,050.00

6 @ 5½%
$2,679,670.00

5½ @ 5½%
$96,550.00

5½ @ 5%
$2,294,515.00

$315,800.00
315,800.00
315,800.00
315,800.00
315,800.00
315,800.00
315,800.00
320,800.00
320,800.00
320,800.00
320,800.00
320,800.00
320,800.00
320,800.00
320,800.00
320,800.00
320,800.00
320,800.00
320,800.00
300,800.00
300,800.00
286,800.00
286,800.00
286,800.00
286,800.00
286,800.00
286,800.00
286,800.00
286,800.00
286,800.00

$2,596,475.00
2,604,675.00
2,610,675.00
2,610,675.00
2,612,475.00
2,612,475.00
2,612,475.00
2,617,475.00
2,631,975.00
2,635,475.00
2,635,475.00
2,637,875.00
2,639,875.00
2,655,975.00
2,655,975.00
2,655,975.00
2,658,475.00
2,658,475.00
2,659,975.00
2,656,475.00
2,656,475.00
2,651,075.00
2,651,075.00
2,678,975.00
2,678,975.00
2,685,225.00
2,694,725.00
2,688,225.00
2,700,725.00
2,704,225.00

$79,050.00
79,050.00
79,050.00
79,050.00
79,050.00
79,050.00
79,050.00
79,050.00
79,050.00
79,050.00
79,050.00
79,050.00
79,050.00
79,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00
74,050.00

$2,247,065.00
2,247,065.00
2,249,315.00
2,254,415.00
2,253,115.00
2,253,115.00
2,258,015.00
2,264,015.00
2,264,015.00
2,264,015.00
2,267,915.00
2,269,215.00
2,291,215.00
2,294,165.00
2,315,165.00
2,300,165.00
2,300,165.00
2,275,515.00
2,278,865.00
2,279,965.00
2,279,965.00
2,280,465.00
2,280,465.00
2,286,965.00
2,286,765.00
2,287,215.00
2,289,815.00
2,292,015.00
2,294,915.00
2,299,465.00

$9,243,000.00

$79,449,100.00

$2,291,500.00

$68,304,550.00

Daily average.....................

308,100.00

2,648,303.33

76,383.33

2,276,818.33

Interest.................................
Adjustments.......................

1,540.50

12,138.06

350.09

9,486.74
.83

Total interest expense....

$1,540.50

$12,138.06

$350.09

$9,487.57

Premiums............................
Closing balance, 31st....

None
$286,800.00

$1,103.46
2,721,725.00

None
$74,050.00

$948.76
2,300,565.00

Date
Opening balance................
1931
Jan. 1..................................
2..................................
3..................................
4..................................
5..................................
6..................................
7.................................
8..................................
9..................................
10..................................
11..................................
12..................................
13..................................
14..................................
15..................................
16..................................
17..................................
18..................................
19..................................
20..................................
21..................................
22..................................
23..................................
24..................................
25..................................
26..................................
27..................................
28..................................
29..................................
30..................................

Monthly Summary Sheet (Form III)

Space limitations require that there shall be shown here, the following columns which in
actual practice would be shown to the right of the “5½ at 5%” column.
ADJUSTMENTS

Description
Balance of 1/18 understated
by $1,000 error corrected
1/24-6 days interest.........

6 @ 6%

6 @ 5½%

5½ @ 5½%

5½ @ 5%

83¢
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The Development of College and University
Accounting and Reporting
By William B. Franke

In the early days of the history of institutions of higher educa
tion when students were few, funds were comparatively insignifi
cant and physical plant consisted of only a few buildings or
perhaps of only one, it was a relatively simple matter to record the
financial transactions of such institutions. In many instances
single-entry bookkeeping systems were used and the books,
which consisted of cash-receipts-and-disbursements journals and
of student records, were kept by a clerk or by one of the professors.
However, as the wealth and population of the country in
creased, as professional services came to be of greater importance
and in greater demand, and as the value of a college education
and of organized research became more apparent, student
enrolments vastly increased. This necessitated enlarged physical
plants and far greater amounts of money, not only for physical
plant extensions, but also for instruction, research and general
operating expenses. Such additional sums of money were ob
tained through student fees, federal and state appropriations and
gifts for plant, endowment, scholarships, loans to students,
maintenance and special research projects.
The increases in income and resources of colleges and universi
ties brought new problems relating to the accounting of the
financial transactions of such institutions. The bookkeeping
system which had been adequate in earlier days became quite in
adequate. The many ramifications of a large modern institution,
such as the present-day state university, required the recording
and accumulating of transactions far beyond the capacity of the
old bookkeeping system.
Strangely, however, the improvement in bookkeeping methods
for institutions of higher education did not keep pace with the
increase in the size and resources of such institutions. As a result,
in many colleges and universities today, the bookkeeping systems
in force are entirely inadequate for the proper recording of the
financial transactions.
Some institutions have developed their resources to such a
point that they are comparable in wealth of assets to large com
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mercial enterprises. It is inconceivable that any corporation,
small or large, could achieve success and permanency of existence
without an accounting system which would provide its manage
ment with informative statements of financial position and operat
ing results. I know of one important educational institution,
however, which was established about 1800 but had never had a
balance-sheet prepared for or by it until June 30, 1931. It had
prepared annual statements of income and expense which were
really statements of receipts and disbursements. They included
gifts for endowment, money received from bank loans, the repay
ment of loans and other items unrelated to operating income and
expense. This institution is not by any means unique; there were
and perhaps are many others in an equally unenviable position.
During the past few years there has been considerable agitation
for the development of a proper accounting system for colleges
and universities. The increase in the country’s wealth and pros
perity gave many men time for affairs other than their own busi
nesses. Successful business men began to interest themselves in
civic affairs, in charitable institutions and in educational institu
tions. Boards of trustees of colleges and universities gradually
included in their memberships more and more business men of
large interests, both for the valuable advice which such men
might give and because of the possibility of obtaining gifts from
them. These men had been accustomed to receive correct and
informative statements of financial position and operating results
in their own businesses, and they demanded such statements for
the colleges and universities in which they had become interested.
Further agitation was created by federal and state departments
and private foundations, principally in order that figures might
be available for many institutions from which valuable compari
sons might be made. In the case of at least one foundation I
understand that a gift to an institution is not made unless that
institution has an adequate accounting system and an acceptable
method of reporting.
The accountancy profession seems to have provided modern
accounting systems for almost every type of activity except
educational institutions. For some reason this field has been
neglected by practising accountants.
The first real work on the subject of college and university
accounting was published by the Carnegie Foundation in 1910,
the second by Trevor Arnett for the General Education Board in
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1922, and the third by Lloyd Morey, comptroller of the University
of Illinois, in 1930.
Generally speaking the purpose of these publications was two
fold. The first, and perhaps the more important, was the develop
ment of financial reports which would set forth the financial
position and the operating results of institutions of higher educa
tion. The second was the devising of a system of accounting to
produce, with a minimum of effort, the figures to be included in
such reports.
It must be understood that a commercial accounting system is
not satisfactory for a college or university. The principal objec
tion to the commercial accounting system for this type of institu
tion is that it does not adapt itself to academic needs. On the
contrary it has the effect of attempting to mold academic and
research policies into the standard scheme of commercial account
ancy. In many instances systems have been installed in educa
tional institutions by accountants who are thoroughly conversant
with the requirements of systems for commercial enterprises, but
have no knowledge whatsoever of the operation and administra
tion of an educational institution, of the problems of such an in
stitution or of the information which a proper accounting system
in such an institution should disclose. Perhaps the principal
difficulty has been that the accountant has failed to recognize the
fact that the institution is a trustee of funds and not a corpora
tion formed for the purpose of producing profits.
It is not the purpose of this article to discuss in full the princi
ples of institutional accounting, but a few illustrations will indi
cate how institutional accounting differs from commercial
accounting.
A college receives gifts for endowment. The income from
such gifts is expendable either for general or restricted purposes,
but the principle must be maintained intact. It is obvious that
such gifts can not be merged into an ordinary surplus account.
On the contrary, they must be segregated from surplus in order
that the institution, in its capacity as trustee, may separately
account for them as long as the institution is in existence. Fur
thermore, the assets represented by these gifts must also be re
corded separately in order to show that the gifts have been
invested in income-producing securities and not used to finance
current operations, as would be the case if gifts were invested, for
example, in inventories or accounts receivable. To set forth the
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fact that gifts for endowment have been properly conserved, a
separate section for endowment should be included in the balancesheet. This section should show on the right hand side the total
gifts for endowment and on the left hand side the investments of
these gifts, classified as to nature. The total investments, of
course, should equal the total gifts.
If income from a particular endowment is restricted for special
purposes and if all such income is not expended during the year,
the unexpended portion must be withheld from current income
and carried forward to the succeeding year. This requires rather
elaborate records in which are set forth the income from each
restricted endowment fund and the expenditures chargeable
against such income. The income account for the year should
include as income from restricted endowment funds only an
amount equivalent to the expenditure of such income.
It is often said that depreciation on educational plant need not
be considered. Mr. Arnett says that “since present and past
generations have provided existing buildings, it is neither unwise
nor unfair to expect future generations to do as well.” If a fund
accounting system is used and separate self-balancing sections
are maintained for plant, current and other funds, as subsequently
described, the accrual of depreciation by journal entry does not
serve any useful purpose. Depreciation funds, if created,
should be represented by cash or securities resulting from trans
fers from current income to plant funds. Such transfers should
be charged to current expense. I do not believe however that any
institution is in a position today to set aside depreciation funds of
this nature on its entire educational plant even at a very low
annual rate.
In a commercial enterprise capital additions are charged to
plant accounts, not against current expense, and are depreciated
over a period of years. In an educational institution depreciation
on educational plant is not usually recorded. Therefore, fixed
assets, such as furniture and equipment, which are purchased out
of current income, are charged to current expense. One reason
for this is that since only a certain amount of income is available
the nature of the expenditure of such income is unimportant. If
purchases of furniture and equipment from such income were di
rectly capitalized instead of being charged to expense the result
would be that the income shown as available actually would not be
available. It would be possible, of course, to transfer from cur
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rent cash and current income to plant-funds cash and plant funds
amounts equivalent to capital expenditures to be made. Then
such capital expenditures could be made from plant-funds cash
and capitalized directly. Actually this is what is done in the case
of gifts for buildings. The cash is deposited in a plant-fund bank
account and credited to plant funds; the expenditures are made
from plant-funds cash and capitalized. In the case of expendi
tures for furniture and equipment, such as departmental furniture
and laboratory equipment, which are financed from current
income, it is preferable to charge to current expense. Since a
certain amount of expenditures of this nature must be made an
nually comparative expenditure statements are more trustworthy
and informative if these expenditures are charged to operations.
However, these expenditures should be capitalized at the end of
each year by a journal entry charging plant assets and crediting
plant funds. Disposals are eliminated from plant assets by a
reverse entry.
These illustrations will indicate some of the differences between
accounting for educational institutions and accounting for
commercial enterprises.
As a result of the agitation for uniform reports for institutions
of higher education, and at the request of the United States office
of education, the national committee on standard reports for
institutions of higher education was formed in 1930. This com
mittee is composed of representatives of the Association of Uni
versity and College Business Officers of the Eastern States, of the
Southern Educational Buyers and Business Officers Association,
of the Western Association of University and College Business
Officers, of the Association of American Colleges and the Council
of Church Boards of Education, of business officers of Pacific
Coast universities and colleges, and of the American Association
of Collegiate Registrars. Its work is financed by the General
Education Board.
The first bulletin of the committee was published in September,
1930, and was entitled A Study of Financial Reports of Universities
and Colleges in the United States. That report clearly indicated
the absence of any reasonable uniformity in the published reports
of institutions of higher education.
Colleges and universities may be broadly classified into two
principal groups, public and private. It was formerly the opinion
that because of the differences in the methods of financing such
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institutions a uniform method of reporting, applicable to each
type, could not be devised. However, in recent years these in
stitutions have grown more alike. In many instances private
institutions have been designated as the recipients of public
appropriations and in many instances public institutions have re
ceived funds from private gifts. The committee reached the
conclusion that reasonable uniformity in the reports of the two
classes of institutions was possible and highly desirable.
In July, 1931, the committee published a bulletin entitled
Suggested Forms for Financial Reports of Colleges and Universities.
These forms are designed for both public and private institu
tions. The committee has not published a bulletin describing
the accounting system and procedure necessary to produce the
results recommended in its bulletin on standard reports, but it is a
fact that an institution adopting the suggested form of report must
plan its accounting system so that the desired results may be
achieved with the least effort.
The committee considers that the following statements are essen
tial to present a general financial picture of a college or university:
Balance-sheet
Statement of current funds
Statement of income of current funds
Statement of expenditures of current funds
Statement of restricted expendable funds
Statement of endowment and other non-expendable funds
Statement of loan funds
Statement of plant funds
Supporting schedules to these statements may be presented as
desired.
The balance-sheet recommended by the committee is sectionalized into the following groups, each of which is self-balancing:
current funds (sub-divided into general and restricted) loan funds,
endowment and other non-expendable funds, plant funds and
agency funds.
The term “fund,” as used by the committee, represents the
present principal of a sum received, which is for the purpose of
producing income, or the present balance of a sum received or
earned, which is expendable for general purposes or for a specified
purpose. Accounts representing present balances of funds
appear, therefore, on the liability side of the balance-sheet and
represent the difference between the assets and liabilities.
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Under general current funds are included assets available for
general expenditure, liabilities to be liquidated from such assets
and current surplus and reserves.
Under restricted current funds are included assets available for
restricted expenditure, such as unexpended income from restricted
endowment and expendable gifts for restricted purposes, liabilities
and restricted funds.
The loan-funds section shows the amount available for loans,
notes receivable and a balancing figure representing total loan
funds.
The endowment section shows total gifts for endowment offset
by assets in the form of cash, securities or institutional property,
in which endowment funds have been invested, thus showing
whether or not gifts for endowment have been maintained intact,
Endowment funds are subdivided into:
(a) Funds which are to be maintained permanently inviolate
for the purpose of producing income;
(b) Funds not specifically designated for endowment, which
have been assigned to endowment and are functioning
in that manner at the time of the report;
(c) Funds on which annuities to designated beneficiaries are
being paid during an agreed time. If these funds are
separately invested, they may be placed in a separate
balance-sheet group.
The committee recommends that endowment funds be further
classified as follows:
(a) Funds the income of which is available for general
purposes;
(b) Funds the income of which is designated for any re
stricted purpose other than for student aid;
(c) Funds the income of which is designated for student aid.
The committee recommends that annuity funds should be classi
fied as:
(a) Funds designated for endowment;
(b) Funds designated for plant;
(c) Funds unrestricted as to use.
It will be observed that several different classes of funds are
included in the endowment section. The identity of the individ
ual funds, however, must be maintained in subsidiary ledger
accounts. One reason for including the various classes of funds
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in this section is because their assets are often pooled for invest
ment purposes.
Under plant funds are shown cash and securities available for
additional investment in plant, plant assets, plant liabilities and
the amount already invested in plant representing plant funds
which have been so used. Under agency funds are shown the
amount of such funds and the investments of such funds.
The other schedules recommended by the committee set forth
the changes in the fund balances during the year and the current
income and expense of the institution.
Current income is divided into three sections, (1) educational
and general income, which includes income from student fees,
endowment income, public appropriations and tax levies, gifts
and grants from private sources, sales and services of educational
departments and miscellaneous, (2) income from auxiliary enter
prises and activities, such as residence and dining halls, student
hospital, bookshop, athletics and student union, and (3) income to
be used for other non-educational purposes, such as fellowships
and scholarships, and income from investments subject to annuity
provisions.
Current expense is sub-divided into the same three sections as
income. Under educational and general expense are included
general administration and expense, resident instruction and de
partmental research, organized research, extension, libraries and
operation and maintenance of physical plant. The classifica
tions of expense under auxiliary enterprises and activities and
other non-educational purposes correspond to the classifications
of current income for these groups.
The provision of separate sections for income and expense of
auxiliary enterprises is logical. These enterprises are of a business
character, operated for the service of the student body or the
faculty, and intended, for the most part, to be self-supporting.
They are not directly related to the educational work of the
institution.
Although the committee report on uniformity in reporting was
not published until July some institutions have already adopted
the form recommended. The committee recognizes that this
report is not perfect and that, after trial, improvements may be
necessary. However, it has given great impetus to the movement
for standardized reports for institutions of higher education.
While the report may be subject to change in certain respects it
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has taken into consideration the peculiarities of accounting for
institutions of higher education and provides a clear and compre
hensive method of setting forth the financial position and opera
tions of such institutions. If a large number of the more
important of the colleges and universities of this country will adopt
the form of report advocated by the committee—and this seems
likely—not only will a basis of uniform comparison be provided
but each institution will be directly benefited by having available
informative figures essential for the help and guidance of its
administration.
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New Era in Credit Procedure
By Arthur S. Burton

When the commercial banks curtailed loans to their depositors,
because of the depression and falling values of collateral, a serious
situation was created so far as advancing credit to the smaller
manufacturers and particularly to retail stores was concerned.
Merchandise had to be purchased on credit terms by companies
which formerly had a reputation for discounting their accounts
payable. Indeed some of the retail stores found themselves on
the verge of bankruptcy on account of frozen capital in the form of
inventory which would not move fast enough, in a great many
cases, to take care of the overhead expense, much less to pay
accounts on time. This condition has placed a responsibility on
the credit man and he has become a most important factor in the
executive organization. While it is true that the sales manager is
always looking for volume, it must be pointed out that $100,000 in
sales lost through bad debts where the gross margin of profit is
30 per cent means not only a loss of $70,000 to the concern, but in
order to make up this loss it would be necessary to stimulate extra
sales to the extent of over a quarter of a million dollars. These
figures are startling to say the least, but they are true. The
“reserve for bad debts” is not the remedy. Careful investigation
of the financial standing of the customer is the only preventive.
Statistics show that 75 per cent of the bankruptcies or forced
liquidations in retail business are due to lack of proper accounting
methods. It is alarming to note how manufacturers and jobbers
will extend thousands of dollars in credit only to find that the
debtor himself does not know what is his actual per cent of gross
profit or what are his overhead costs a month when financial
distress occurs.
When a bank lends a retailer $1,000 a signed, sworn financial
statement is demanded, yet business houses will extend $10,000
credit without any such document. If the business house ex
tending credit would demand proper records to be kept and sub
mitted periodically a great many of the shoe-string-investment
retailers would be forced out of business and bankruptcy losses
would drop tremendously. There are also other advantages in
weeding out cut-throat price cutting, etc. A butcher shop
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opened for business about four years ago. The owner had a cash
investment of about $6,000. After two years of operation the
business became large enough to employ two extra butchers.
The head man saved a little money and in time got the idea that
he could open a store of his own around the corner, which he
eventually did, with the hope of drawing a good percentage of the
customers to him. He had $1,500 of his own and in order to open
his store he had to borrow $3,500 from his relatives and friends.
After nine months of operation both stores failed. In this
particular case the only large creditors were the fixture and equip
ment houses, as meat had to be paid for in cash upon delivery, but
had it been a merchandise enterprise it is safe to assume that there
would be a majority in both volume and number of creditors for
salable goods sold and delivered. This particular failure could
have been avoided if the equipment credit man had realized that
the opening of another butcher shop so near to the first one would
result in failure to one or both. In a case of this kind he should
have demanded cash down for his fixtures.
It is gratifying to learn that at last some of the executives in
the large business enterprises of this country have reached the
conclusion that cooperation with the retailer in sound business
principles so far as accounting is concerned will overcome a great
many failures and make better business men of the retailers.
It may be stated that the average retail man looks on bookkeeping
as a useless expenditure and it is only when he learns what it can
do for him by keeping him in touch, daily, with his condition that
he realizes the necessity of accurate records.
One of the largest manufacturers of a nationally known product
maintains a special department, at a cost of about $25,000 a year,
whose chief function it is to look into the affairs of its debtors who
have become delinquent in payments. When an account gets
beyond a point where the credit man can obtain results it is turned
over to this department. An experienced man is sent to the
debtor with full powers to act for the firm. First he goes in the
spirit of cooperation and induces the debtor to give him all the
facts as to the condition of his business and why he can not meet
his payments, and asks to see his books and records. Usually
there are no books of accounts whereby a complete analysis of
past performances can be made readily, but a man fitted for this
type of investigation knows that he can gather enough information
from such records as the cheque book, sales record, etc., to make
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a fairly close analysis of what has taken place. The accounts
receivable are segregated and aged and the information thus
obtained forms a basis of a cash receipt budget. The accounts
payable are analyzed in a similar manner and this forms a basis of
payment policy. When sufficient information is gathered to
allow of it, a complete outline of policy is suggested.
To illustrate, the following condition existed at December 1,
1931.
Accounts Receivable, 325 accounts, highest balance $381,
smallest $15, total $6,500:
$2,200—2 years old—doubtful
500—1 year old, 50% collectible
1,000—6 to 9 months old—good
600—3 to 5 months old—good
1,000—2 months old—good
1,200—for month of November
$6,500

Total

Accounts Payable, 55 accounts, total $5,000:
20 accounts $25 or less
15
“
$25 to$50
5
“
$50 to$100
8
“
$100 to$300
5
“
$300 to$500
2
“
Over $1,000
Aged as follows:
$1,000—6 months or over
500—5
900—4
800—3
1,000—2
800—1

$5,000

Total

The cash sales showed an average of $750 a month, with an
average collection of $1,300 on accounts receivable. From the
foregoing facts a collecting and paying budget can be outlined.
From facts of this description the investigator can outline and
install a bookkeeping system and set up an expense-budget
policy. Employees can be instructed how to keep the books to
the point of taking a trial balance each month. This balance
should be sent to the special service department of the creditor
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who works out a balance-sheet and earning statement, checking
the latter with the budget set-up. In this way the retailer gets
first class advice and the creditor concern is placed in a position
where its investment can be watched and safeguarded. Of
course, if the concern is insolvent and hopeless, the usual procedure
is followed to ensure the highest possible return for the creditors.
It is claimed that the particular concern which furnishes this
service saves over $100,000 a year in bad debts and at the same
time stimulates about $250,000 in sales which would otherwise be
lost through forced liquidation or bankruptcy.
To point out the great need for service of this kind by concerns
which extend large amounts of credit to the smaller concerns, one
of the recent failures in New York may be cited.
The debtor’s books showed:

Assets
Cash............................................................
Accounts receivable....................
Inventory...................................................
Realestate.................................................
Fixtures and equipment..........................

$

500
56,000
150,000
120,000
50,000

$376,500

Liabilities
Bank loans.................................................
Accounts payable.....................................
Mortgages..................................................
Surplus.......................................................

$125,000
115,000
60,000
76,500
$376,500

Three banks were involved and two of them held securities on
the real estate for their loans. The other bank called its loan,
which caused an assignment to be made for the benefit of credi
tors. It was found that no physical inventory had been taken for
years and when it was obtained it showed $90,000, instead of
$150,000 as shown by the books. The accounts receivable were
only about 60 per cent collectible, and the equity in the real estate
had shrunk to such an extent that it was valueless. The owner of
this business was honest and had always enjoyed a good reputa
tion. Some of the leading manufacturers in this country filed
proofs of debt to the extent of $10,000, $15,000 and even $25,000;
but he did not know the value of accurate accounting procedure or
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he would not have been obliged to have his business liquidated,
paying the creditors .23½ cents on the dollar.
The cases cited are actual except that the figures used are ficti
tious but are in proportion to the amounts involved.
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The Herrings and the First Great Combine
The Middle-men

of the

Middle-ages

By Walter Mucklow

In a hall, brilliantly lighted, a great singer had held the audi
ence spellbound and, in response to urgent calls, she sang one more
song and sent the words “Caller herring” to the furthermost
corner of the chamber.
Among the listeners was one who was fortunate enough to
have been born in the North Country and was learned enough
to know that his native tongue, the speech of the East Riding of
Yorkshire, can be, and is to-day read, and understood, by the
Danes of Jutland. To him there came echoes, not from the encir
cling walls, but from the mountains bordering the northern seas:
not from the rounded throat of a fair woman, but from the
bearded mouths of rough sailors whose hands held no handker
chief of lace, but were rough, hard and red from the handling of
their oars and ropes.
How many of us, when enjoying the roe of a bloater or a kipper,
remember or realize the important part which the herring has
played in the commerce of the world. Poor little herring! Wonder
ful little fish—said to be the most numerous of all the kinds of
fish swimming in the sea; known to be the cheapest of all fish
eaten on the land; enjoyed by the epicurean aiderman, who calls
it “whitebait”; bought by the credulous housewife under the
name of “sardine” and found on the tables of all classes.
Much has been said, written, and sung of the fish, the fishers
and the fisheries, but does the fish receive its full meed for having
been the direct cause of the earliest, the most enduring and the
most powerful of all commercial combines, to which emperors,
kings, princes, merchants, soldiers, sailors and statesmen paid
tribute in one form or another? Yet there is no escaping the
fact that this great organization, known as the Hanseatic League
did, in Elizabethan phrase, spring from a herring.
The story should be interesting, not only because it deals with
the birth and death of a great power, but because it is full of
action: it takes us for long journeys by land and by sea: it tells of
seizures by pirates—and not the modern pirate of finance or com
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merce, but the real honest-to-God, blood-thirsty, throat-cutting,
hard-swearing men of blood.
The true picture is a panorama painted in the vividest colors
from the painter’s palette: the search for the silver fish led to the
thirst for gold, the stealing of jewels, the outpouring of blood and
the shedding of tears. If this picture could be presented on the
screen of to-day it would be accompanied by the shouts of the
sailors, the war cries of the warriors, the shrieks of the tortured,
the petitions of the politicians and the speeches of princes. It
would show how a small partnership gradually grew into a world
wide power; how it became so haughty to those outside its
membership and so autocratic to those within that the former
combined against it and the latter withdrew from it, causing it
gradually to disintegrate until nothing of it remains but a name
used only in legal documents.
If history repeat itself, does not the history of the league indi
cate clearly the inevitable fate of any “combine” when it be
comes too serious a menace to the public welfare? In more senses
than one is it a moving picture, for it travels from the west of
England to central Russia—no mean distance even to-day—
and it includes action of all kinds, often rude and harsh, always
persistent, and continually working towards one end. It includes
some natural history, for we can not omit the humble herring and
its vagaries, and it touches all the countries of northern Europe;
it extends from the days of feudalism, through revolutions of all
kinds, until, as we shall see, the story ends in the calm of the
Victorian era.
It is not intended to write a history of the league, which lived
for centuries and covered a continent—that has already been
done by Germans and by English: it requires volumes and no
amount of compression could reduce it to the compass of an essay,
even if facts were packed as closely as herrings in a barrel. There
fore, it is proposed to sketch the origin and some of the more out
standing historical events which illustrate the dealings of its
members, and their manner of living and of conducting business,
for these things affected the course of the league and have left
their mark on the commerce of the English-speaking people.
The Nature

and

Size of the Business Involved

In these days, when there is a tendency to judge things by
their size, and to think that in former times all things were in
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miniature, it is well to remember that many of the authentic
figures regarding business of the middle ages are surprisingly
large.
For example, in 1080 the “Doomsday Book” itself contains
the names of 600 barons and 60,000 knights. In the fourteenth
century merchants from seventeen kingdoms lived in Bruges. In
the Elizabethan days the merchant adventurers employed 50,000
people in the Netherlands and the annual trade reached twelve
million ducats—and a ducat was worth over two dollars.
While there exists no complete list of the member cities of the
league at its height, several writers mention 80 or 90, and one goes
as high as 130, and the “factories” or “kantors” were large; that
at Bergen contained 3,000 men.
Early in the fifteenth century Pope Pius II traveled through
Germany before his election as pope and, writing of the wealth
of the towns, of Danzig he says, “It was so prosperous and well
equipped that it could call under arms at least 50,000 men.”
In 1474 three hundred sail passed in and out of Danzig harbor
every day. Many of these were large ships, such as the Peter of
Danzig, which carried a crew of 400 men.
Many another instance could be given, but these suffice to
show something of the size of the forces which were operating.
I propose to sketch the growth of the league in Europe and then
to follow its history in England, where it had one of its largest
depots and where it has left its ineradicable mark.
To dispose first of our fish, which is at once the raison d’etre of
our league and the casus belli of so many quarrels—it is dignified
by naturalists by the name of clupea harengus, and it is so closely
allied with the sprat, the sardine and the pilchard that one is
frequently substituted for the other. Before the days of the
league the herring frequented the eastern end of the Baltic sea,
but those waters gradually lost their saltiness, owing to the influx
of fresh water rivers, and the herrings moved westward. For
some centuries the fish favored Scania, and the herring of Scania
was then as highly prized and as well known as is its lineal de
scendant, the bloater of Yarmouth, for the Danes had developed
an excellent method of curing the fish and used the salt from the
Baltic salt deposits.
The headquarters of the fishing were at Scania on the south
west corner of Sweden: usually a sandy waste, but from July 25th
to September 29th of each year it became a roaring fair and a mov
281

The Journal of Accountancy

able town of boats and stalls. The league controlled it and, even
in the busiest rush no Hanseatic might help an outsider or hire
out his services to him.
Later, about 1425, the herring decided to move to the Dutch
coast, where, as we shall see, trade followed.
The reason for this close connection between fish and finance
becomes clear when we remember that all Europe owed allegiance
to the Roman church or to the Greek church, each of which had
its fasts, its weekly Fridays; its annual Lents. The eating of
meat, of eggs and of milk was not only forbidden by the ecclesi
astical law but by statute, and this was enforced until the reign of
William III. Therefore, fish was a principal article of diet, and,
of all varieties, the herring was the most plentiful and chief favor
ite. At the battle of Herrings in 1429 the besieged had meat
in abundance, but were starving, for it was Lent. The salted
herring became a recognized form of tax and tribute, and was a
recognized medium of exchange. For centuries, when a charter
was granted to a seaport, it was customary to require that there
be furnished to the king a stipulated number of herrings.
Conditions Leading

to the

Formation

of the

League

In order to understand the situation clearly, we must recall
some of the facts we learned at school and must remember that
prior to and at the formation of the Hanseatic League, feudalism
prevailed throughout Europe, and although some may regard it
as an unmixed evil, its origin had much that was both practical
and alluring. The king was the fount of honor, he gave his pro
tection to his great lords, who, in turn, rendered him essential
services of various kinds. The same exchange of benefits took
place between them and those immediately under them; and this
exchange continued from rank to rank down to the serf. How
ever, Germany early showed a certain individuality among her
population, one of the most striking examples of which was the
independent development of the merchant and, as his business
naturally drew him to the city, the acquirement by the cities of
wealth and the power which accompanies it.
When, as time passed, jealousies and feuds arose, when kings
feared their nobles, when nobles were jealous of each other and feared
their dependents—then the rulers sought alliance with the cities and
relied upon their aid to subdue rebellious nobles, in return for which
the cities received many franchises, rights and privileges.
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In the city of the middle ages there lived three classes: first,
the nobles—originally the owners of the burgs around which cities
were formed—second, the citizens, who were allowed to live and
to flourish on the condition that they supported, even to the
death, the nobles; and third, the slaves who supplied the wants of
both.
The cities had seen how the nobles, when they thought it
necessary or advantageous, had combined and so overcame op
position from above and crushed that coming from below. The
citizens took a leaf—many leaves, in fact—from the book of the
nobles. The cities combined and with the money of the mer
chants were able to and did assemble armies and create fleets so
powerful that, in some cases, they named the sovereigns who
should rule in Scandinavia. With such success achieved, can
one wonder that nobles, princes and powers finally sought the
league’s alliance?
The origin of the Hanseatic League is lost in the mists of time;
we do not know with any certainty how the name arouse. Its
birth is as unnoticed as is the sprouting of the acorn and prob
ably, like it, occurred out of sight and below the surface. An
cient records are not only brief but are broken; writers do not
mention it in the twelfth century, but in 1241 it suddenly ap
pears and the word "Hansa” becomes a dominant note in the
discord of nations.
The very name of "Hansa” has something of mystery about it;
in its earliest use in the Gothic Bible, it signifies a society, espe
cially of combatants, and is applied to the band who went to
capture Jesus in Gethsemane. Later, it implies a tax on com
mercial transactions and the sums the various cities paid as
entrance fee to the association.
In days when wrecking was both legitimate and gentlemanly,
when many a lord of the land lived on the spoils of the seas (for
shipwrecked goods belonged to him on whose land they rested)
it was natural that the profit-yielding herring presented to the
plunderer as great a temptation as did the gold of California in
’49, and it was equally natural that these plunderers should be of
the sea—pirates, dare-devil Scandinavians, sailors by heredity,
direct descendants of those who had raided and settled on the east
coast of England, fearing nothing, almost forced to seek a liveli
hood elsewhere than on their own somewhat inhospitable land,
and of allied blood to those Normans who were such a scourge
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in northern Europe that a clause in the old litany read “A furore
Normanorum, libera nos, Domine.”
The Hanseatic League presents curious contrasts, for its general
organization was of the loosest: there was no regular meeting
place, nor time for meeting; entrance fees were low; it had no
seal; it was formed solely to foster trade and to subdue all op
position from all outside its ranks, and it produced nothing. Its
funds were used as needed for common requirements—no con
tinuous records appear to have been kept and no list of all its mem
bers appears to have existed, although contemporaneous writers
place the maximum membership at from 70 to over 100 cities.
On the other hand, the internal rule was of the strictest and in
dividual members were bound by laws as numerous, as rigid and
as severe as those of the most austere monastic order.
The extent of territory covered is remarkable, for it extended
from Bristol in England on the West to Novgorod in Russia on
the east—not the Nijni Novgorod of to-day, but old Novgorod,
some hundred and twenty miles south of St. Petersburg and some
fifteen hundred miles from Bristol. Russian trade always worked
northward and Novgorod was one of the centres, with 80,000
inhabitants and many beautiful buildings.
Trade was beset by many difficulties and delays; for example,
the dangers of navigation led to a rule that no vessels might sail
between Martinmas and Candlemas—that is from November
11th to February 2nd—except when they carried the two chief
necessities of life—herrings and beer!
There are German authorities who state that Bruges was
chosen as a station because it formed an entrepot between the
Baltic and the Mediterranean and a voyage from one sea to the
other and back was too arduous an undertaking to be accom
plished in one season. All action was necessarily restricted and
all movements were limited. Those of commerce were as much
confined by difficulties of transport as were those of men by their
armor and of women by their stays. Now, all things are looser,
except, perhaps, morality, which, even then, was a somewhat
loose and easily fitting garment.
History

The written history of early trade in the Baltic has disappeared,
as have some of the principal cities, the chief of which, Winetha,
or Julin as the Danes called it, has been so completely destroyed
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that we do not know even its site, although a writer of the elev
enth century declared it had been “The greatest town of heathen
Europe.” Tradition compares it with Sodom and declares the
inhabitants became so rich that they despised God.
Both the volume and the value of this trade were great, for the
Far East found an outlet through the rivers flowing northward to
the Baltic ocean, and Wisby became the chief meeting place.
Situated on the island of Gotland, it is now almost deserted and
seldom heard of, except in maritime circles, where the laws of
Wisby, or Visby, still command respect. It was wonderfully
prosperous from the 11th to 14th centuries and had been a notable
trade centre from the stone age and through the ages of bronze
and iron, as is clearly proved by the large quantities of Arabic,
Anglo-Saxon and other coins which have been found there.
Naturally, it became a leader in the league. Its reputation was
carried in all directions and of it an old ballad said “The Gottlanders weighed out gold with stone weights and played with the
choicest jewels. The swine ate out of silver troughs and the
women span on distaffs of gold.”
We find that our ancestors were not unacquainted with many
modern trade practices, for among these old coins are some of
copper thinly covered with silver, while weights have evidently
been shaved down.
When commerce was young, it was usual for the merchant to
take his own goods abroad and sell them. Later, trade was
largely conducted between cities—rather than by persons or na
tions—and under Teutonic law a city was held liable if a trader
suffered malignant shipwreck or was robbed within its territories.
Harsh as were the conditions of commerce, we find that women
were allowed to, and did, play an active part and old records
mention, as an example, a “femme Neuser” and others.
Let us picture to ourselves two or three merchants who had
set out on journeys, who had been robbed and forced to return
home, chastised of body, chastened in spirit and chagrined at
loss. Naturally, they would suggest the formation of parties,
even as did American immigrants to the west, and these proving
helpful, the cities followed the example of their citizens and formed
unions among themselves. While none can say when these
merchants first banded themselves together for material aid and
protection, we do know that such unions, well established in the
eighth century, were known as “the emperor’s men” and, as we
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shall see, maintained headquarters in various and widely sepa
rated places.
We do know, too, that as long ago as 978 a body of German
merchants traded in England, and they were accorded the same
rights as were English merchants; and in 1237, the Gotland As
sociation acquired rights to trade there. But herrings moved
westward; the Baltic trade spread; Wisby lost its preeminence,
and control passed to what is known as the “Wendish” group,
which included Lubeck, Hamburg, Luneburg and other cities
to the eastward.
Cologne appears to be the first city which obtained the right
to form a Hansa and became closely connected with London; but
other cities followed its example. In 1226 and 1227 Lubeck and
Hamburg received the right to establish Hansas similar to that of
Cologne, and in 1241 they agreed to defend jointly that narrow
passage—the Sound—which connects the Baltic and the North
Sea and formed the only marine outlet for the commerce of
northeastern Europe.
The date usually assigned to the birth of the Hanseatic League
is 1239. It then included only three cities and its creation was
due to an agreement between the merchants of Hamburg and
Lubeck to establish a guard for the protection of their merchan
dise from robbers and pirates during carriage between the two
cities. It is to be noted that these robbers were not footpads or
beggars, but men of position, and we find a count was hanged for
violating the public peace and are told that finally the “nobles
deserted from robbing on the highway.”
In the next quarter century, other towns joined and the Hanse
atic League became a fact. Its original purpose was purely eco
nomical or commercial, rather than political, and from this it
never swerved, for, although it obtained immense political power,
that power was used to strengthen the trade of its members, for
whom it sought a world-wide monopoly—the phrase “Deutches
uber alles” is no new cry. The formation of any such associa
tion as the “Hanseatic League” was a direct violation of German
law and at the Diet of Worms, in 1231, the princes expressed their
disapproval of the league, but the cities disregarded this action
and the only effect was to force the cities to bind themselves still
closer together. It has been suggested that this illegitimacy may
afford the reason why there exist such meagre records of the
league’s proceedings.
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The league grew and reached the height of its power in the
latter half of the fourteenth century, when all matters were re
ferred to Lubeck, but it must not be supposed for one moment
that this great combine obtained its dominant position without
fighting. Its fights were as furious as have been those of any
other combine of recent times, but, instead of occurring in a court
of law, they took place on the field of battle—battles by sea and
by land.
The immense quantities of herrings caught in the Baltic caused
much merchandise to be gathered there, but German merchants
could realize nothing on it until it reached their ports, and this
entailed a voyage through the bottle-neck of the Sound, the strait
between Denmark and Sweden, which in its narrowest part is
only three miles wide. The control of this strait carried with it a
control of shipping and led to much of the fighting.
The power of Denmark was great in the twelfth century; it
owned not only Denmark on the south of the Sound, but also
Scania on the north side, thus having control of the waters. The
three Scandinavian powers all desired to plunder the wealthy
German merchants, but they quarrelled among themselves so
constantly that their powers were weakened.
In the first half of the thirteenth century the Hanseatics ob
tained a succession of victories and finally sacked Copenhagen
in 1249, but in the fourteenth century Waldemar III became king
of Denmark. He determined to make his country the leader
and proceeded against the Hanseatics. King Waldemar was an
outspoken gentleman and, when the officers of the league com
plained of interference with their rights, he told them, and none
too politely, that their wishes were of no interest to him and they
had better seek work elsewhere than at the fisheries of Scania.
He demanded high tolls for fishing, he sent home the merchants’
ambassadors unsatisfied, and finally, in 1361, suddenly and with
out warning, attacked, seized, sacked and plundered Wisby, the
Hansa’s northern emporium, where he “took from the burghers
of the town great treasures in gold and silver, after which he went
his ways.”
Waldemar’s success hurt the league in its pocket, its pride and
its position: it could not be suffered in silence. The league’s first
step was to declare an embargo on all Danish goods and to forbid
all intercourse with Denmark on pain of death and loss of prop
erty. Next, it approached Norway and Sweden and, as each of
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these countries was at feud with Denmark, each promised its
assistance to the league—a promise poorly kept. As usual, the
expenses of the war were to be met by taxation; in this case by
a poundage tax on all Hanseatic goods imported. A fleet was
equipped, fighting men were put on board and in May, 1362,
Copenhagen on the south side of the Sound was attacked, cap
tured and plundered under the leadership of the burgomaster of
Lubeck, Johann Wittenborg.
However, when attack was made on Scania on the northern
shore of the Sound, the Norwegian and Swedish allies failed to
appear: Wittenborg was obliged to use his sailors to fight on land,
and while his ships were thus weakened, Waldemar appeared, sur
prised the weakened crews and forced Wittenborg with the rem
nant of his force to return to Lubeck. Again the conduct of
Lubeck was typical of the league: failure was a crime and the poor
burgomaster was deprived of his honors, imprisoned and finally
deprived of his head.
An armistice followed, and negotiations ensued, but Waldemar
was determined to break the power of the league. He delayed
negotiations, he misled representatives; he seized vessels and
finally he married his only child Margaret to Hakon, heir to both
the Norwegian and Swedish thrones, thus preparing for a union
of the three Scandinavian countries. The league then realized
that it was engaged in a fight to the finish, and in November, 1367,
it called together its 77 member cities to meet at Cologne, and for
the first time there was prepared an act which was the funda
mental basis of the league.
Each member city was compelled to take its share; those too
weak or too distant to fight were to contribute money and if any
failed in its duty, such city was held to be outside the league, and
none of its merchants might buy from or sell to them, nor might
their vessels enter Hanseatic ports, nor could their goods be
unladen there.
When the league exhibited its inherent strength, it was still
further strengthened by many a noble who had a private griev
ance and it set up a rival king over Sweden. In April, 1368, the
first fleet was ready for its attack, when King Waldemar fled
without warning. During the summer the fleet harassed town
after town. When winter came it followed custom and retired,
but resumed activities in the spring. By the end of 1369 the
Danes were weary and pleaded for peace. They obtained it,
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but at a price! The league claimed various revenues, taxes
and privileges, but, chief of all, it insisted that for fifteen years no
ruler should rule in Denmark unless he had been approved by the
league. The treaty was finally signed by Waldemar in 1371,
Scandinavia was subdued, the league was established and with the
peace of Stralsund a new era commenced.
The league had now reached man’s estate, and it presents a
curious similarity to the present-day bootlegger, for its very exist
ence was illegal under the laws of the empire—that Holy Roman
Empire which Voltaire said was not holy, not Roman and not an
empire—yet the league was so powerful that it was accepted,
welcomed and dealt with.
The league not only possessed power, but it used it. It dealt
with rulers of states as with equals, however politely its demands
might be worded, and its members were compelled to obey every
order or to be commercially excommunicated. A couple of out
standing instances are typical. In Bremen there lived a mer
chant who traded with Flanders during one of the quarrels, when
the Hansa had outlawed all of Flanders. Bremen was called upon
to punish him, but preferred to uphold him, whereupon the city
was promptly “unhansed,” was declared taboo in 1356 and re
mained so for thirty years. Its business withered, grass grew in
its streets while “hunger and desolation took up their abode in its
midst” and only when Bremen undertook heavy responsibilities
in atonement was it pardoned.
On another occasion some malcontents, apparently of the
class now called “reds,” acquired power in Brunswick and
headed a revolt against several league cities. Brunswick was
“unhansed” for six years, during which conditions became so dire
that deputies were sent to Lubeck and craved pardon in abject
terms. This was not granted until the Emperor Charles IV
interceded, and even then the terms were harsh, for two burgo
masters and eight chief citizens were required to march from
church to town hall in Lubeck, each being bare-headed, bare
footed and carrying a candle in his hand and then, while on their
knees, publicly confess repentance and implore pardon “for the
love of God and the honour of the Virgin Mary.” In addition
Brunswick undertook to build a votive chapel and to send pilgrims
to Rome to implore papal pardon for the murder of the coun
cillors killed by the rioters.
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We can not follow the quarrels between Christian V of Den
mark, Gustavus, king of Sweden and Frederick, later king of
Denmark. The last two of them obtained their crowns largely
through the assistance of the league in the first quarter of the
sixteenth century.
When the Reformation came, we find it played no small part
in the final disintegration of the league for the ideas of Wickliffe
and Huss were adopted by some cities and rejected by others, a
condition naturally leading to doubts and suspicions. Lubeck
was one of the last to hold out, but in 1529 the citizens refused to
pay taxes until the municipality should permit the introduction
of evangelical teaching.
The decline of Lubeck, the leader, carried with it the decline of
the league, and its power, so largely maritime, was further re
duced when in 1553, Sir Richard Chancellor found an entrance to
the markets of Russia through the Arctic Ocean and the White
Sea.
The league always believed in the wisdom of using every weapon
which came to its hand and during the war with Denmark it en
couraged pirates, provided the robbers attacked only its enemies.
It was necessary to carry provisions to the Hansa towns in
Sweden, and the adventurers engaged in the service quickly
became pirates and, copying their employers, themselves formed
an organization known as the “Victualling brothers.”
The body continued after the war ended and became a menace
to all shipping, so the league again resorted to a poundage tax,
raised a fleet of 35 vessels with 3,000 men and supplies, and, in
1394, finally broke up the brotherhood, but failed to kill all the
brothers, many of whom escaped and continued their operations
through small groups.
The chief of these settled in the Frisian islands and in 1400
another fleet was sent against them; many were captured, be
headed and buried. The executioner received eight pennies a
head for decapitating them and his servant twenty pennies a
piece for burying them.
Still the pirates flourished and the ship The Colored Cow and
another fleet was sent against them and found them near Heligo
land. Fighting was at close quarters, and a favorite means of
attack was for one vessel to approach another and pour molten
lead on the rudder, loosening it and rendering the vessel unsea
worthy. A leader, Stortebeker, and some 70 pirates were
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taken to Hamburg and to insure safety they were all tried and all
beheaded on one day. Still another thief, Godeke Mechelson, re
mained, but another expedition captured him and 80 more, all
of whom were beheaded in one day by one executioner; and then
peace ensued.
About the middle of the fifteenth century Czar Ivan II drove
the league out of Moscow and it lost its Russian business. At the
opening of the sixteenth century the modern spirit and ideas were
replacing the medieval; independence became more general, blind
obedience more rare, and through this commenced the decay of
the league, which was hastened as the countries England, Den
mark, Sweden became active in maritime affairs and sent their
ships as carriers of goods, breaking the old Hanseatic monopoly.
One authority writes: “There can be no doubt that the real
decline of the power of the league is to be traced to the fact of its
having become political and warlike, instead of remaining com
mercial and peaceful.”
“In the early days when they understood commerce better
than other nations, they obtained privileges; as other nations
became more enlightened these privileges became burdensome,
but the league never realized the changes in the times.”
The last diet of which there is a record was held in 1628, when
the league was beset by enemies without and weakened by irreg
ularities within. Yet, in the face of these difficulties the chief
feature of the report of the delegates from Brunswick was that they
had not received the usual quantity of wines to drink and of sweet
cakes to eat. Could one ask for a clearer sign of deterioration?
The Thirty Years’ War ended with the peace of Westphalia in
1648, but that war had left Europe devastated; Germany had lost
from one third to one half of its population, its cities were ruined
and the working class was almost annihilated. The power of the
league had gone and practically only three cities, Lubeck, Ham
burg, Bremen, remained united, and they were incorporated in
the empire by Napoleon I in 1810.
After Austerlitz in 1806 most of the cities of the league fell to
one or other of the European powers, nor were they strengthened
by Napoleon’s declaration that “Holland was declared to be an
alluvial deposit which had been formed from the French rivers
and was incorporated with France.”
Hamburg and Bremen lost their complete freedom under Bis
marck in 1888. Lubeck had already lost hers. But each city
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remained self-governing, retained some degree of independence
and still called itself a Hanseatic town.
For at least four centuries the league played a controlling part,
a record unequalled in the world’s commerce: it dealt with rulers,
it subsidized, and was subsidized by, kings; it financed wars, it
organized large armies and fleets and controlled the trade of
northern Europe. Yet at the last it proved the truth of the words
of Solomon—himself a great trader—“Pride goeth before destruc
tion and an haughty spirit before a fall.”
Size and Ownership

It is interesting to compare this first great commercial autoc
racy with its progeny, the monopoly of modern times—and it
suffers nothing thereby. We are disposed to connect the word
“monopoly,” or its synonym “corner,” with some one product—■
oil, wheat, copper, etc., but no such limitation can be applied to
the commerce of the league. It included wool from England, fine
cloths from Flanders, silks and linens, beer and wines from Ger
many, with those of Italy, metal objects of all kinds, copper and
iron from Sweden, hemp, flax, pitch, tar, masts, pipe staves,
granite from Blekingen, limestone from Bornholm, grain from the
Baltic, from Russia wax (used in huge quantities for candles),
leather, tallow, and above all furs, of which one pious chronicle
states “They (furs) are as plentiful as dung there and for our
condemnation, as I believe, we strive as hard to come into the
possession of a marten skin as if it were eternal salvation”—a
condition perhaps not entirely unknown now. Of England the
league boasted “We buy the fox skins from the English for a
groat, and resell them the foxes’ tails for a guilder,” and the
renowned English crossbows were made from yew grown in
Austria and shipped through Dantzig.
The business depended upon marine freights, and the rule was
that no city should be admitted which was not situated on the
sea or on a navigable river—that did not keep the keys of its own
gates.
In nearly all disputes, a commission was appointed to examine
and report, and the number of such commissions was such that the
merchants of those days commented on them as freely as do our
own newspapers upon similar appointments in our own day.
The personal character of the disputes, as distinct from na
tional character, is illustrated in Walford’s statement that two
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acts approved in 1503 and 1523 by Henry VII “are the only two
acts which we find in the statutes book relating to this fraternity.”
In addition to trading the league acted as bankers and as
pawn-brokers on a royal scale and many of the wars in Europe,
particularly some of the English wars, were financed with funds
borrowed on crown jewels.
It firmly believed that business should follow the flag and in the
thirteenth century ordered that grain from the countries served by
the Elba and the Vistula could be sent to other countries only in
vessels cleared from a Hanseatic city—an early precedent for later
practices by England. Merchants from all parts of Europe met
at stated times in certain cities and traded in all the varied prod
ucts. For centuries Bruges was a principal center, and from
these meetings grew the recognized annual fairs, of which the
great Leipzig fair was one of the last remaining.
And under all, above all, was the herring: when it moved about
1425 to the coast of Holland it drew trade control with it.
Its Government, Its Principles, Its Habits

The affairs of the league were managed by diets, held when
required and where convenient, but summoned “in the name of
all the cities.” A burgomaster of Lubeck was usually chosen to
preside and, after the opening, courteous speeches were made,
business was discussed, budgets were approved, disputes were
adjudged, peace or war was decided and necessary despatches
to foreign potentates were ordered.
The members of the league were, generally, God-fearing mer
chants : church-goers, church-builders and charitable: still they were
always merchants. The gold coin was the guilder and their motto
might well have been “God and the Guilder” for they managed
to serve the one and conserve the other with no mean success.
Their trading was strictly legitimate: they dealt in no uncer
tainties, in no “futures”: they did not speculate and they might
not sell the herring until it was caught.
Settlements were made, as now, by exchange in currency or by
credit, but in the latter case a surety was required and the bond
demanded was such that escape was inconceivable. The league
directed when and where credit could be given, and some cities,
like Lubeck, were allowed to mint coins.
Apparently disputes as to quality and quantities were unusual,
except at Novgorod, where the Hanseatic merchants came in
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contact with the Chinese merchants who are said to have cheated
them at every opportunity, adulterating their wax, dyeing their
furs, selling goods too narrow, too coarse, or not according to
sample, and, in addition, made claims against the Hanseatics
which would make a twentieth century buyer green with envy.
In fact, according to the old records, they were guilty of all the
wiles described in The Heathen Chinee of the nineteenth century.
The league would have nothing to do with reciprocity, and it
was vain for foreigners to plead for permission to found similar
settlements in the dominions of the Hansa—for one reason or
another such requests were declined, evaded or pigeon-holed,
and, as a result, foreign merchants might remain in Cologne, for
example, for no longer than six weeks at a stretch and then not
more than three times a year.
Although its depots were called “factories” the league manu
factured nothing, created nothing: it confined itself to buying and
selling that which had been produced by others: and its members
were the middle-men of the middle ages.
While the rules governing the different so-called “factories”
or “kontors” varied in some details, the basic principles were
common to all. Bergen is frequently described as being typical.
The attacks of the “Victualling brothers” and the other pirates
had so greatly weakened Bergen that it fell under the control of
the league and, as elsewhere, the Hanseatic factory became a
state within a state.
The settlement consisted of some3,000 men—merchants, clerks,
apprentices, workmen, sailors—and was directed by a council
formed by two aidermen, eighteen members and a secretary.
The factory was divided into some 22 “gardens,” each forming
a separate unit and consisting of 10 or more “families,” each
of which had its own superintendent and usually represented
one town.
Every member of the community was sworn to celibacy during
his residence; no women were allowed to enter the gates, and no
man was ever allowed to marry, for fear the women might learn
and divulge the Hanseatic secrets, or might induce the men to
remain abroad permanently. Each member was obliged to begin
at the bottom and work up and, after ten years’ residence, was
compelled to return to his native place and make room for another.
Membership was not granted until the candidate had passed
through a series of ordeals which we should call hazing of the
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roughest sort. Applicants were whipped to the sound of music
till blood was drawn and until their cries were sufficiently loud to
drown the pipes, drums and triangles. They were stripped,
plunged in the sea, forced to ascend a chimney while a smoky
fire was lighted beneath them. These practices were continued
through centuries and until 1671, when the weakening power of
the league made it possible for the king of Denmark to stop them.
No inmates were allowed to be absent from the factory at night.
The gates were closed at nine o’clock and watchmen and dogs
were employed to see that the rule was observed.
While the rules were strict and the life was monastical, the
merchants treated themselves to all the good things of the earth
and were good trenchmen. An Italian scholar, Marino Sanudo,
was sent through Europe to gauge the fighting forces with the
view of starting another crusade. He reported as follows to Pope
John XXII: “These Germans are enormous eaters, which arouses
anxiety in respect to supplies when the fleet shall find itself in the
hot regions.”
There has been handed down a description of one of the “gar
dens” in the Kantor at Bergen, from which we learn that the
principal room was partitioned so as to form an office: but the
principal feature was the “wine cupboard,” protected by double
doors reaching from floor to ceiling. Behind one door stood rows
upon rows of bottles. Behind another door was the master’s
built-in winter bed placed immediately over the stove—we must
remember this was in Bergen. The law permitted no women to
enter the gates of the building; but, as it was necessary to provide
for the comfort of the master, a door was placed in the outer wall
immediately over the bed, so that it could be properly made by a
female servant. But the door was really larger than appeared
necessary for this purpose and it connected with a secret staircase
leading to the outside.
(To be continued)
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in

Accounting Theory

and

Practice—Part II

November 13, 1931, 1:30 P. M. to 6:30 P. M.
The candidate must answer all of the following questions:

No. 3 (38 points):
Following are the condensed balance-sheets of companies A, B, C and D,as
at the close of business, December 31, 1930:
D
Cash.......................................... $
10,000 $ 20,000 $ 4,500 $ 20,000
280,000
Accounts receivable................
90,000
180,000
145,000
“
“
fromB..
40,000
“
“
“ C..
50,000
“
“
“ D..
75,000
Inventories:
100,000
Raw material.......................
75,000
100,000
90,000
90,000
Finished goods....................
60,000
70,000
80,000
Investments:
50,000
Capital stock of A..............
50,000
................... B................
50,000
"
“ “ C.............
100,000
50,000
“
“ “ D.............
10,000
Plant and property................
1,580,000 1,970,000 2,175,000 3,110,000
$1,915,000 $2,490,000 $2,569,500 $3,750,000
D
Liabilities
B
C
A
$ 90,000 $ 100,000 $ 160,000 $ 220,000
Notes payable.........................
40,000
Accounts payable to A........
"
“
“ B.........
50,000
75,000
“ C.........
1,000,000 1,400,000 2,000,000 3,000,000
Capital stock...........................
359,500
455,000
825,000
950,000
Surplus.....................................

$1,915,000 $2,490,000 $2,569,500 $3,750,000
The capital stock of the several companies owned by the other companies
was purchased at par and is carried on the books at cost in each instance.
A consolidation is proposed and decided upon, and the N Banking Company
is engaged to make the necessary arrangements for this purpose. The banking
company succeeds in securing agreements from the stockholders of the four
companies, A, B, C and D, all complying with the terms of the proposal whereby
a new company is to be organized and known as the X Y Company.
During the past five years, dividends have been paid annually as follows:—
A, 16.55 per cent., B, 17 per cent., C, 15 per cent and D, 12½ per cent. It is
agreed to pro-rate goodwill among the companies on the ratio of the amount of
dividends paid by each during the past five years. It is further agreed that
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the return of all merchandise sold to, and bought by, one or other of the com
panies, be accepted and that the full price paid therefor be allowed. The aver
age percentage of net profit on inter-company sales has been A, 20; B, 30;
C, 25; D, 35.
The raw materials of D were all bought from C, those of C were bought from
B, and those of B from A. A purchased its raw materials in the open market.
The inventories of all companies have been carried on the books at cost.
The X Y Company’s authorized capital stock is to consist of 2,000,000 shares
of no par value. The stockholders of A, B, C and D have agreed to accept
1,500,000 shares, in return for their own stock and holdings of the other com
panies, which are to be issued at the nominal value of $10 each in payment of
their individual interests in the respective companies. Five hundred thousand
shares are to be held for sale by the N Banking Company at not less than $10 a
share.
The estimated amount of reorganization and financing expenses is $2,000,000
and is to be paid from the proceeds of the sale of the stock held by the banking
company. The balance of the proceeds of the sale of the stock is to be turned
over to the X Y Company as additional working capital.
From the foregoing, after giving effect to the transactions enumerated, pre
pare
(1) Balance-sheet of the X Y Company, to submit to the clientele of the N
Banking Company for investment purposes.
(2) Statement of the amount of shares of capital stock that will be received
by the holders of stock of A, B, C and D respectively.
Solution:
The amount of goodwill to be pro-rated to the several companies may be
computed as follows:
Goodwill
(dividends
paid during
Annual dividends paid
past five
Capital
Name of
years)
Amount
company
stock
Rate
$ 165,500 $ 827,500
$1,000,000
16.55%
A..........................
1,190,000
238,000
1,400,000
17.00%
B..........................
1,500,000
300,000
15.00%
2,000,000
C..........................
1,875,000
375,000
3,000,000
12.50%
D.........................

$1,078,500

Totals..............

$5,392,500

It will be noted later that the excess of the nominal value of $15,000,000 of
stock of X Y Company given to the stockholders of A, B, C, and D Companies
over the book value of those companies agrees with the above determination
of the goodwill of $5,392,500, and, further, the pro-rata distribution based upon
the annual dividends paid by the several companies to the total dividends paid
by all the companies results in the same amount of goodwill as shown assigned
to the several companies in the above computation.
To ascertain the amount of stock of the new X Y Company to be distributed
to the stockholders of the A, B, C, and D, Companies, it will be necessary to
determine the net worth of the respective companies. The net worth as shown
in the balance-sheets must be reduced, (1) by the amount of the inter-company
profit on the raw material inventories as agreed, and (2) by the amount of the
inter-company stockholdings, and increased (3) by the amount of goodwill
pro-rated to the companies.
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B
A
Particulars
Surplus, per balance-sheet.... $ 825,000 $ 950,000
1,190,000
Add—goodwill............................827,500

C
$ 359,500
1,500,000

D
$ 455,000
1,875,000

Together
$2,589,500
5,392,500

$2,140,000

$1,859,500

$2,330,000

$7,982,000

$

$

25,000

$

$

Totals

Deduct:
Inter-company profit in in
ventories..........................
Par value of inter-company
stockholdings..................

$1,652,500

$

20,000

27,000

72,000

60,000

100,000

150,000

310,000

80,000

$ 127,000

$

25,000

$ 150,000

$ 382,000

Surplus, as adjusted
Capital stock...........

$1,572,500
1,000,000

$2,013,000
1,400,000

$1,834,500
2,000,000

$2,180,000
3,000,000

$7,600,000
7,400,000

Book value of net worth, as
adjusted...............................

$2,572,500

$3,413,000

$3,834,500

$5,180,000 $15,000,000

Shares of $10 par value to be
issued in exchange............

257,250

341,300

383,450

Total deductions

$

518,000

1,500,000

The number of shares of stock in the new X Y Company to be distributed to
the stockholders of A, B, C, and D Companies is shown in the following sched
ule which gives effect to the inter-company stock-holdings.
Companies

Particulars
A
B
C
D
Net worth as adjusted per above... $2,572,500.00 $3,413,000.00 $3,834,500.00 $5,180,000.00
Adjustments for:
The 100,000 shares of stock of C
Company held by B Com
pany:
100,000/2,000,000 of $3,834,500
or................................................
191,725.00

Net worth of B Company. ...
The 50,000 shares of stock of B
Company held by A Com
pany:
50,000/1,400,000 of $3,604,725
or.,.......................................
128,740.18
The 50,000 shares of stock of B
Company held by D Com
pany:
50,000/1,400,000 of $3,604,725
or............................................
The 50,000 shares of stock of C
Company held by D Com
pany:
50,000/2,000,000 of $3,834,500

$3,604,725.00

128,740.18

95,862.50

Sub-totals................................. $2,701,240.18 $3,604,725.00 $3,834,500.00 $5,404,602.68
The 10,000 shares of stock of D
Company held by A Com
pany (See note on page 299)
18,468.63
The 50,000 shares of stock of A
Company held by D Com
pany (See note on page 299)
135,985.44
Totals........................................ $2,719,708.81 $3,604,725.00 $3,834,500.00 $5,540,588.12
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Deduct:
Proportionate interest in A Com
pany held by D Company:
50,000/100,000 of $2,719,708.81 or.................................... $
Proportionate interest in B Com
pany:
Held by A Company:
50,000/1,400,000 of
$3,604,725 or......................
Held by D Company:
50,000/1,400,000 of
$3,604,725 or..................
Proportionate interest in C Com
pany:
Held by B Company:
100,000/2,000,000 of
$3,834,500 or......................
Held by D Company:
50,000/2,000,000 of
$3,834,500 or..................
Proportionate interest in D Com
pany:
Held by A Company:
10,000/3,000,000 of
$5,540,588.12 or..................

135,985.44

$ 128,740.18

128,740.18

191,725.00

$

95,862.50

$

18,468.63

Net worth apportioned to stock
holders ........................................... $2,583,723,37 $3,347,244.64 $3,546,912,50 $5,522,119.49

Number of shares of new X Y Com
pany stock.................................

258,372,34

334,724.46

354,691,25

552,211,95

Note.—As the value of the stock of A Company is affected by the value of
the stock of D Company, and vice versa, and further, as both these companies
hold stock in each other, the “ unknown ” values may be determined as follows:
Let A =the net worth of A Company, and
D =the net worth of D Company
10,000
Then A =$2,701,240.18+ -------------- D, and
3,000,000
50,000
D =$5,404,602.68+-------------- A
1,000,000
Solving for A:

1
A = $2,701,240.18+
------- D or
300
300A =$810,372,054.00 +D
Substituting for D:

300A =$810,372,054.00 +$5,404,602.68 +.05A
299.95A =$815,776,656.68
A =$2,719,708.81
Solving for D:
D =$5,404,602.68 +.05A
= $5,404,602.68 +.05 ($2,719,708.81)
= $5,404,602.68 +$135,985.44
=$5,540,588.12

The value of the 10,000 shares of stock of D Company held by A Company is
therefore: $2,719,708.81 less $2,701,240.18 or $18,468.63.
The value of the 50,000 shares of stock of A Company held by D Company
is: $5,540,588.12 less $5,404,602.68 or $135,985.44.
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The following is an alternative computation of the number of shares or stock
of X Y Company to be distributed to the stockholders of A, B, C, and D Com
panies, based upon approximations which ignore the computation of the values
of the inter-company stockholdings necessary for an accurate solution.
Stockholders of

Particulars
A
B
C
D
Shares of stock of the new
X Y Company to be
issued on the basis of
book value, see above.. $257,250.00 $341,300.00 $383,450.00 $518,000.00
Adjustments for inter-com
pany stockholdings:
Held by A Company:
50,000 shares of par
value stock of B
Company:
50,000/1,400,000 of
$341,300=...........
12,189.29 12,189.29
10,000 shares of par
value stock of D
Company:
10,000/3,000,000 of
$518,000=.............
1,726.67
1,726.67
Held by B Company:
100,000 shares of par
value stock of C
Company:
100,000/2,000,000 of
$383,450=...........
19,172.50 19,172.50
Held by D Company:
50,000 shares of par
value stock of A
Company:
50,000/1,000,000 of
$257,250=...........
12,862.50
12,862.50
50,000 shares of par
value stock of B
Company:
50,000/1,400,000 of
$341,300=...........
12,189.29
12,189.29
50,000 shares of par
value stock of C
Company:
50,000/2,000,000 of
$383,450=...........
9,586.25
9,586.25
Total................. $258,303.46 $336,093.92 $354,691.25 $550,911.37
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A comparison of the results of both computations shows:

Number of shares
Company
First method Second method Difference
A........................................ $ 258,372.34 $ 258,303.46 $
68.88
B........................................
334,724.46
336,093.92 1,369.46
C........................................
354,691.25
354,691.25
D.......................................
552,211.95
550,911.37 1,300.58

Totals...........................

$1,500,000.00 $1,500,000.00 $

Explanatory Adjusting Entries

On books of A Company:
(1)
Goodwill................................................................................. $ 827,500
Surplus................................................................................
$827,500
To record the goodwill, per schedule.

(2)
Surplus...........................................................................
Investments:
Capital stock of B.........................................................
Capital stock of D........................................................
To eliminate the par value of inter-company stock
holdings turned over to the N Banking Company in
exchange for stock of X Y Company.

(3)
Inventory—finished goods...................................................
Surplus....................................................................................
Accounts receivable from B..............................................
Accounts payable to B.....................................................
To record the receipt of merchandise shipped to B
Company at $100,000—cost $80,000, and to charge
surplus account with profit thereon.

60,000
50,000
10,000

80,000
20,000
40,000
60,000

On books of B Company:
(1)
Goodwill..................................................................................
Surplus................................................................................
To record the goodwill, per schedule.

(2)
Surplus....................................................................................
Investment—capital stock of C......................................
To eliminate the par value of intercompany stock
holding turned over to the N Banking Company in
exchange for stock of X Y Company.
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(3)
Inventory—finished goods...................................................
Surplus....................................................................................
Accounts receivable from C.............................................
Accounts payable to C.....................................................
To record the receipt of merchandise from C Com
pany—shipped at $90,000—cost $63,000, and to
charge surplus with the profit thereon.
(4)
Accounts payable to A.........................................................
Accounts receivable from A................................................
Inventory—raw material.................................................
To record the return of the raw material inventory
to A Company.

$ 63,000
27,000
$50,000
40,000

40,000
60,000

100,000

On books of C Company:
(1)
Goodwill.................................................................................
Surplus................................................................................
To record the goodwill, per schedule.
(2)
Inventory-—finished goods...................................................
Surplus....................................................................................
Accounts receivable from D............................................
Accounts payable to D....................................................
To record the receipt of merchandise shipped to D
Company at $100,000—cost $75,000, and to charge
surplus account with the profit thereon.
(3)
Accounts payable to B........ ................................................
Accounts receivable from B.................................................
Inventory-—raw material.................................................
To record the return of raw material inventory to B
Company.

1,500,000

1,500,000

75,000
25,000

75,000
25,000

50,000
40,000
90,000

On books of D Company:
(1)
Goodwill................................................................................. 1,875,000
Surplus................................................................................
1,875,000
To record the goodwill, per schedule.
(2)
Surplus....................................................................................
150,000
Investments:
Capital stock of:
A..................................................................................
50,000
B..................................................................................
50,000
C..................................................................................
50,000
To eliminate the inter-company stockholdings
turned over to the N Banking Company in exchange
for stock of X Y Company.
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(3)
Accounts payable to C.........................................................
Accounts receivable from C................................................
Inventory—raw material.................................................
To record the return of raw material inventory to
C Company.

$ 75,000
25,000
$ 100,000

On books of X Y Company:
N Banking Company........................................................... 3,000,000
Organization expense............................................................ 2,000,000
Capital stock......................................................................
5,000,000
To record the issuance of 500,000 additional shares
of stock of a nominal value of $10 each, to be sold by
N Banking Company, and organization expenses of
$2,000,000.

X Y Company

Balance-sheet—December 31, 1930
Assets

Current assets:

Cash.................................................................................. $ 54,500
Accounts receivable........................................................ 695,000
Inventories:
Raw materials......................................... $ 75,000
Finished goods............................................. 518,000 593,000 $ 1,342,500
N Banking Company.........................................................................
Plant and property..............................................................................
Goodwill................................................................................................
Organization expense..........................................................................

3,000,000
8,835,000
5,392,500
2,000,000

$20,570,000

Liabilities and net worth

Current liabilities:
Notes payable..................................................................................
Net worth:
Capital stock....................................................................................
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X Y Company

and

Consolidated

Balance-sheet working papers

B Company

A Company

Before

Assets

adjust-

Adjust-

ments

ments

Cash............................................................ $ 10,000

Accounts receivable...................................

90,000

After

Before

After

adjust

adjust-

Adjust- adjust

ments

ments

ments

$10,000

$20,000

90,000

180,000

Accounts receivable from B.......................

180,000

(4)

Accounts receivable from A.......................

ments

$20,000
$60,000

60,000

40,000 (3) $40,000
50,000 (3)

50,000

75,000

100,000 (4)

100,000

140,000

70,000 (3)

63,000

100,000 (2)

100,000

Accounts receivable from C.......................
Accounts receivable from D.......................
Inventories:

Raw materials.........................................

75,000

Finished goods........................................

60,000 (3) 80,000

133,000

Investments:
Capital stock of A..................................
Capital stock of B..................................

50,000 (2) 50,000

Capital stock of C...................................
Capital stock of D..................................

10,000 (3) 10,000
1,580,000 1,970,000

Plant and property..................................... 1,580,000

(1) 827,500

Goodwill......................................................

1,970,000

(1) 1,190,000 1,190,000

827,500

N Banking Company.................................
Organization expenses................................
$2,490,000

Before adjustments..................................$1,915,000

$1,063,000

$807,500

Adjustments........................................

$2,722,500

After adjustments..........................

$3,553,000

Liabilities

Notes payable.............................................

90,000

90,000

Accounts payable to A...............................

(3) 60,000

Accounts payable to B...............................

100,000

100,000

40,000 (4)

40,000

(3)

40,000

60,000

Accounts payable to C...............................

40,000

Accounts payable to D..............................
Capital stock.............................................. 1,000,000
....................................................

1,000,000 1,400,000

(2) 60,000
(3) 30,000 1,572,500

Surplus .......................................................
.......................................................
Before adjustments................................. $1,915,000

Adjustments........................................

1,400,000

950,000 (1) 1,190,000

825,000 (1) 827,500

(2) 100,000
(8) 27,000 2,013,000

$2,490,000

$807,500
$2,722,500

After adjustments...........................
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Companies, A, B, C,

and

D

—December 31,1930

C Company

D Company

Before
adjust-

Adjust-

ments

ments

After

Before

adjust-

adjust-

Adjust-

ments

Inter-Company

After

XY
Company
Consoli-

Eliminations Adjustments , ,
balanceDebit
Credit
sheet

adjust-

ments

ments

$4,500

$4,500

$20,000

$20,000

$54,500

145,000

145,000

280,000

280,000

695,000

(3)

$40,000

40,000

(3)
75,000

(2)

$25,000

(3)

90,000

80,000

(2)

75,000

100,000 (3)
155,000

100,000

90,000

50,000 (2)

50,000

50,000 (2)

50,000

50,000 (2)

50,000

2,175,000 3,110,000

2,175,000

2,569,500

(A)

$60,000

(B)

40,000

(C)

25,000
75,000

90,000

518,000

3,110,000

8,835,000

(1) 1,875,000 1,875,000

(1) 1,500,000 1,500,000

5,392,500
(D)$3,000,000

3,000,000

(D) 2,000,000

2,000,000

5,000,000

125,000 20,570,000

3,750,000
1,450,000

1,650,000

4,019,500

160,000

160,000

(3)

5,400,000

220,000

(2)

50,000
25,000

2,000,000

570,000

220,000

75,000 (3)

359,500

25,000

75,000

90,000

50,000

ments

75,000

25,000

2,000,000 3,000,000

(A)

60,000

(B)

40,000

(C)

25,000

3,000,000

(D) 5,000,000 12,400,000

2,180,000

7,600,000

455,000 (1) 1,875,000

(1) 1,500,000
(2) 25,000

(2)

150,000

1,834,500

2,569,500

3,750,000
1,450,000

1,650,000

4,019,500

5,400,000
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No. 4 (10 points):
A fire partly destroyed the building of Company N, resulting in a loss of
$20,000. The sound value of the building was determined to be $50,000.
Because of a misunderstanding between the insurance companies and the
broker, or negligence on the part of the broker, insurance was carried as follows:
Insurance
Co-insurance
company
clauses
W................................. None
X................................. 100%
Y................................ 90%
Z................................. 80%

Amount of
insurance
$10,000
10,000
7,500
7,500
$35,000

The above policies carry a clause to the effect that the insurance company
will not be liable for any more of the loss than the ratio which the amount of
the policy bears to the insurance, collectible or not.
Compute the amount the assured will receive on each policy.

Solution:
The amount which the assured should receive under a policy with a co
insurance clause may be stated:
Amount of the policy times amount of loss—
Per cent of co-insurance times sound value of property
In the cases of companies X, Y and Z, the amounts which those companies
should pay the assured may be determined as follows:
Company X:
$10,000 X $20,000
100% (450,000) equals..............................................................

$ 4,000.00

Company Y:
$7,500 X$20,000
90%($50,000)

equals..............................................................

3,333.33

Company Z:
$7,500 X $20,000
80% (450,000)

equals.............................................. ...............

3,750.00

As the policy with the W insurance company contains no co
insurance clause, that company should pay the assured its
proportion of the loss based upon the “ratio which the amount of
,
.
„
$10,000
the policy bears to the insurance, collectible or not, or
times $20,000, or.................................................................................

The total amount collectible by the assured from the four com
panies should be, therefore................................................................
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Book Reviews
BUSINESS STATISTICS, by J. R. Ruggleman and Ira N. Frisbee.
Graw-Hill Book Co., Inc. 707 pages.

Mc

Business Statistics is a textbook for advanced students of statistics, business
and other. The authors apparently consider statistics and graphic representa
tions of them as inseparable. At the ends of chapters are review questions;
those requiring statistical statements as part of the answers specify that the
statements shall be graphic.
There is taught the compilation of charts, bar charts, component bar, belt
and pie charts, moving average, arithmetic, logarithmic, pictorial, quartile,
decile, percentile, link relative, chain relative, and other charts, some according
to the “Pearsonian coefficient of correlation,” some showing plain facts, some
showing interpreted facts and trends. This teaching is thorough, clear,
modernistic. As a textbook for use in teaching technical methods it is to be
recommended.
Space is given to methods of data collection; the impertinent questionnaire is
described and a reproduction is given of a dreadful specimen, pages 593-4-5-6,
bearing pictures of trumpery gifts offered as a sweetener to those who reply to
questions that otherwise they might ignore.
The graph, of its nature, is a concession by the industrious mind to the lazy
or sluggish one; so long as it shows unadjusted lines in correct arithmetical pro
portion it is a quick way of indicating roughly the larger facts of a situation,
leaving the reader to draw conclusions. When graphs are prepared on logarith
mic paper, the data “idealized” (page 309), the curves smoothened (page 110),
selective sampling used (page 19), items rejected as being, in the opinion of the
statistician, abnormal, trends and the coefficients of correlation applied the
result is no longer a graphic statement of fact but is the expression of the statis
tician’s opinion. The authors recognize this, saying that what the business
statistician does is to interpret the meanings of figures.
Statisticians of business trends have made a poor job of interpreting; they
are not necessarily equipped with business sense because they are expert in the
technical work of making graphs. For example, the authors of this book in
discussing “Compilation of monthly trend ordinates” (sales) say “the monthly
increment of sales is 1/144 the size of the annual increment of total annual
sales.” This seems to mean that the total annual increment of sales is 144
times as great as the average increment from one month to the next. If so it is
for the business man an idle computation; also it is incorrect. If a base figure
of $1 of sales a month be taken and sales each month exceed the sales of the
preceding month by 5 per cent the total sales for the year will be $16.71, the
year’s increment $4.71, and the average increment in each month over the pre
ceding month will be 6.7 cents, or about one seventieth of the annual increment.
Perhaps something else is meant; anyway, the result obtained is useless to
business.
Another instance of lack of business sense occurs where the authors (page
534) attach significance to change of ratio of inventory to total assets but not so
much to change in actual amount. Ratio of inventory to sales—not assets—

307

The Journal of Accountancy
is really significant, but why should inventory decrease if debts are collected
and a bank loan paid off or increase if a building be bought and bonds issued?
The authors say “ usually it is not the amount of increase in an asset or liability
that is important; it is the change in relationship to the total that is signifi
cant.”
Apart from the question of doubtful judgment, statisticians have been guilty
of preparing argumentative one-sided statements; these authors say that the
“enthusiastic use of statistics to prove one side of a case is not open to criticism
providing the work is done honestly and accurately” (page 313). Honestly?
Are statisticians judicial fact-finders or advocates? On this depends any value
their work may have.
In fairness to the authors it should be said that they impress upon students
under “practical use of statistics” the superior value of simple and easily
understood graphic charts and speak strongly of the need for conscientious
work in compiling charts.
They carry far their affection for graphic representation. Besides the
wealth of charts there are pictures of drawing instruments, adding machines,
tabulating machines. On page 616 is a picture of some pens and an inkpot.

F. W. Thornton.

DEPARTMENT STORE ACCOUNTING, by DeWitt Carl Eggleston.
Greenberg, New York. 422 pages.
A manual for an industry, such as the great department stores, the author of
which has had an intimate experience with the problems he treats, is not a book
which should be reviewed in quite the same spirit as a work of more general
character. The reader looks for detailed descriptions of the problems arising
in the industry and for specific methods for their solution and that is just what
he finds here.
He is carried through the entire organization of a great store and shown where
and how the accounting and auditing function interlocks with the rest of the
administration of the enterprise. Most of us are acquainted with the customer
side of department-store accounting, but the other, where the C. O. D.’s, bills,
answers to complaints and special mark-down sales originate, is not at all
familiar and it is most interesting to see these transactions from within.
Any one contemplating doing any audit or accounting work for a retail busi
ness of any magnitude should have this book for study and reference, and it has
many points of interest for the general practitioner as well.
The inventory methods, allocation of overhead, planning of departmentali
zation and use of mechanical accounting devices described in various chapters
are full of suggestion for the practitioner faced with similar problems in other
businesses.
The large number of charts and the comprehensive index add to the book’s
ready usefulness.
Maurice E. Peloubet.
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Book Reviews
HOLDING COMPANIES AND THEIR PUBLISHED ACCOUNTS, by
Sir Gilbert Garnsey. Gee & Co., London. 315 pages.
Probably most of us who have reached the age of maturity—if there be such
an age and if anyone ever reaches it—can look back on our boyhood and re
member our early longings to know what was inside things and how things were
made. Possibly one can remember a clock, a watch, or, some of us, even a
roasting jack, which we took apart and which remains apart to this day.
Later, came the desire to learn from others skilled in such matters, not only
how things were made, but how we could make them. To satisfy a similar
desire with regard to that comparatively modern creation “the holding com
pany,” this book has been written, and well does it fulfill its purpose.
The volume is remarkable for a number of reasons: being published in Eng
land, written by an Englishman for other Englishmen upon a subject controlled
by English laws, long quotations from those laws are given, but the remarks
which accompany them are so lucid that one is almost inclined to believe that
there may be some truth in the saying that the laws of Utopia were based on
common sense. A+ the same time, these remarks are so securely founded on
good practice and on common sense that they are useful to all who are inter
ested in holding companies.
Quite probably, it is true that no accountant has had a longer or closer ex
perience with this class of corporation than has the author and his firm.
Throughout the book he is generous in giving freely of his own knowledge and
experience and in yielding full recognition to the numerous other accountants
whose reports appear in the appendix.
Holding companies, as we now understand them, were born so recently that
they have, as yet, no history; but the author describes them clearly, discusses
the advantages and the disadvantages, the dangers and the safeguards, which
attend them and how such corporations have been and may be formed. He
describes the methods of representing their condition both in the “legal balancesheet”-—as it is called in England—and in the consolidated and amalgamated
statements of the parent company and its subsidiaries.
It is impossible to give here a list of the varied conditions and contingencies
which may arise and which are so clearly explained. The numerous points are
illustrated with a set of hypothetical statements beginning with a preliminary
draft balance-sheet and closing with a detailed consolidated balance-sheet
of the holding company and its subsidiary undertakings. The reasons for
making the changes which appear in this series are fully explained in the text,
and the hypothetical statements above mentioned are followed by examples of
the published balance-sheets of eleven great English companies, six large
American corporations and two Swedish companies.
Although written primarily for Englishmen, the principles enunciated,
the methods described are so well founded and are of such general application
that they form a safe guide for all to follow, regardless of the language in which
the statements may be written.
The language is so clear that the book is easily read and the printing and
appearance are worthy of the contents. I think there is no doubt that the
volume will be recognized as a final authority and will become a classic. No
accountant, or executive officer, having to do with holding companies, can afford
to be without it.
Walter Mucklow.
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BOOKKEEPING AND BUSINESS KNOWLEDGE, by J. Hugh Jackson,
Thomas Henry Sanders and A. Hugh Sproul. Ginn & Co., Boston.
398 pages.
An excellent manual for a high school first-year course is Bookkeeping and
Business Knowledge, scientifically arranged as to subjects beginning with the
balance-sheet and profit-and-loss statement, and continuing thence with the
books and accounts which furnish the data for them. The philosophy of
accounts is stated first in simple terms that the student can easily understand, so
when he comes to the art of bookkeeping he will have a clear idea of what he
is aiming to do. It makes what has generally been a drudgery an interesting
study.
The practical end of it—for after all practice is what makes a good book
keeper—is amply covered by frequent illustrations and problems to be taken
up at the close of each lesson while the principles stated are fresh in mind.
These are supplemented by questions to be discussed in class, a procedure well
calculated to arouse lively interest in the student, to say nothing of keeping the
instructor himself on the qui vive! In addition there are practice sets covering
the whole course, and a series of problems appropriate to each chapter.
To know how to keep books intelligently the student must of course be
familiar with the standard papers and instruments of business transactions.
These are given in tinted illustrations that will serve to fix them in his memory.
Also a great help in memorizing are the illustrations of entries and accounts in
facsimile, and the diagrams tracing entries from one account to another to
visualize the effect of entries.
The stated aim of the authors is to furnish instruction not only to those who
will become bookkeepers, but also to others who may never do bookkeeping
work for a living. It would undoubtedly be a blessing to the whole country
if every boy and girl were obliged to take at least this first-year course, and so
gain a working knowledge of business affairs that might be of infinite value in
later life.
W. H. Lawton.
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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Accountants,
in authorizing the publication of this matter, distinctly disclaims any re
sponsibility for the views expressed. The answers given by those who reply are
purely personal opinions. They are not in any sense an expression of the In
stitute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
WRITING OFF OF CAPITAL ASSETS
Question: A company has accumulated a substantial earned surplus in
excess of the amount at which its fixed assets are carried on the books. It now
proposes to write off such fixed assets to earned surplus, making a disclosure of
such write-off in the year in which the fixed assets are so written off. Deprecia
tion on such fixed assets is material in relation to the income account. The
company proposes that in future it will write off additions to and all repairs and
replacements of fixed assets, but it appears probable that such additions, repairs
and replacements will be relatively small compared with the amount of de
preciation which would have been written off annually had not the entire plant
been charged off to earned surplus.
Would a public accountant be justified in certifying to the balance-sheet and
income account of this company without reference to the fact that the plant
has been written off, and particularly without reference to the fact that de
preciation has not been deducted from the income account; also, if reference is
made to the fact that depreciation is not deducted from the income account,
should some amount be stated as the approximate amount of depreciation
which would have been deducted from the income had the plant not been en
tirely written off?
There is the additional question as to whether the answer would be the same
provided the company in question is a company just formed and the plant and
equipment is stated at no value at the time of incorporation.

Answer No. 1: In reply, we wish to state that we have always discouraged a
procedure such as mentioned in your letter, as we believe that a company owes
it to its stockholders and the public to issue its accounts in a form which will
not be misleading either as regards the financial position of the company or its
subsequent earnings.
However, such action has been taken by a few corporations with whose
accounts we are familiar and, while we have not refused to certify such ac
counts, we have always insisted upon full disclosure either in the accounts them
selves or in the certificate. In one case which we have in mind, in which a
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large part of the capital assets was written down to $1 by creating a reserve
from surplus, the annual accounts have always shown the gross amount of such
properties with the deduction of the reserve necessary to reduce to $1. The
entries by which the reduction was made were clearly stated in the accounts, as
has also been the charge by which subsequent additions have been written off,
and the certificate has clearly stated that as capital assets are carried in the ac
counts at nominal values, and the additions for the year having been charged
against surplus, no charge has been made against income for depreciation. We
are strongly of the opinion that a public accountant should not certify such
accounts unless there is a clear disclosure of the facts in the matter.
Regarding the question as to whether the procedure would be the same pro
vided the company in question has just been formed and the plant is stated at
no value at the time of incorporation, we are of the opinion that the situation is
the same and an equally clear disclosure of what has been done in respect to the
property accounts, subsequent additions and depreciation should be made in
the accounts or the certificate.
Answer No. 2: We do not believe that a public accountant would be justi
fied in certifying to the balance-sheet and income statement without reference
to the fact that the plant has been written off and that depreciation has not
been deducted from the income account.
It would be preferable in the circumstances to give the approximate amount
of depreciation which would have been deducted from the income account had
the plant not been entirely written off although we do not believe that this is
absolutely necessary. The important factor is to place the reader on notice
that the accounts have been prepared in an unusual manner so that he is not
misled into believing that the profits are stated on the ordinary basis.
We believe that the answer would be the same if the company in question
were one just formed and the plant and equipment were stated at no value at
the time of incorporation.
Answer No. 3: Depreciation—as has been succinctly stated in a well-known
court decision—is a matter of fact and not merely a bookkeeping device. De
preciation represents an actual operating expense; it is nothing else, so to say,
than the piece-meal consumption of a plant. The mere fact that the plant
property has been written off and thus a real asset suppressed in the accounts,
does not alter these two facts—namely, that the asset value still exists and that
it is being gradually consumed in the operations.
The suppression of the asset, and the overstatement of current earnings re
sulting from there being no charge made against operations for what is never
theless an actual current operating expense, call for qualification in the
accountant’s certificate; the amount of the omitted depreciation, if at all de
terminable (and presumably it would be computed in any event, in such a case
as this, for tax purposes) should be indicated.
The answer is the same for the case mentioned in the last paragraph of your
letter.
Answer No. 4.
1. (a) Would a public accountant be justified in certifying to the balancesheet and income account of this company without reference to the fact that the
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plant has been written off, and particularly without reference to the fact that
depreciation has not been deducted from the income account; and
(b) if reference is made to the fact that depreciation is not deducted from the
income account, should some amount be stated as the approximate amount of
depreciation which would have been deducted from the income account had the
plant not been entirely written off?
2. Would the answer be the same provided the company in question is a
company just formed and the plant and equipment is stated at no value at the
time of incorporation?
Dealing with question (1), it is our opinion that the accountant should state
in his certificate that the fixed assets had been entirely written off or were in
cluded at a nominal value, the balance-sheet and relative income account being
subject to this explanation. In ordinary circumstances, however, we do
not consider it necessary to mention the amount of depreciation which other
wise would probably have been charged against operations.
It should be added that repairs and ordinary replacements such as do not
constitute betterments are normal charges against operations. The proposal
to make such charges does not therefore affect the question under consideration
but if additions are also charged to an appreciable extent, that fact should also
be mentioned. Of course, we have in mind relatively large capital outlays and,
regard being had to the magnitude of the operations, not those comparatively
small capital additions which, as a matter of conservative practice, might be
charged against income instead of being capitalized.
With regard to (2), we believe the requirements would be met in general by
describing the fixed assets in the balance-sheet as being included at no value or
at a nominal value. It might be necessary to refer in the certificate to this
condition but, it seems to us, the necessity for this further reference depends on
the particular circumstances of individual cases, for which no general rule can
be formulated.

DEFERRED FINANCING COST IN ACCOUNTS OF
PRIVATE SCHOOL

Question: A private school, not for profit, but supported by tuition fees,
has a plant and equipment purchased from the proceeds of subscriptions re
ceived mostly through a public appeal.
A condensed balance-sheet shows:
Plant and equipment............................................................
$1,518,045.04
Cash and receivables............................ ............................................
130,114.88
Unpaid subscriptions............................................................
203,778.43
Inventories.............................................................................
10,901.65
Deferred financing cost........................................................
189,544.94
Total...................................................................................
Liabilities................................................................................
Net assets...............................................................................
These net assets are represented by:
Subscriptions..........................................................................
Profit from sale of old plant and equipment....................
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$2,052,384.94
345,134.88
1,707,250.06
1,448,141.02
137,483.19
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Bequest under a certain will...............................................
Surplus....................................................................................

$ 100,000.00
21,625.85

Total...................................................................................

$1,707,250.06

The item in question is “deferred financing cost,” $189,544.94. It seems
that nothing is accomplished by carrying this on the books. However, to
write it off would change the statement from a surplus of $21,000 to a deficit of
$168,000.
I would like suggestions as to how this item should be carried.
Answer No. 1: The question is one as to the advisability of writing off the
deferred financing cost on the statement of a private school not operated for
profit.
The capital of the school, as shown in the statement, is carried in four differ
ent accounts, namely, subscriptions, profit from sale of old plant and equip
ment, bequest under a certain will and surplus. It does not appear that there
is any value in continuing this segregation of capital beyond perhaps retaining
the identity of earned surplus. Even in that case the reasons applying to com
mercial or profit-making businesses do not apply. I would, therefore, suggest
merging all of the capital items, except possibly surplus, into one account and
reducing their total by the amount of the deferred financing cost. This is
logical because I presume deferred financing cost really represents the cost of
obtaining subscriptions and is not properly chargeable against the earned sur
plus in this case.
It is an entirely different proposition from a business corporation having
capital stock and paying dividends.
If it is desirable to maintain the identity of the several capital accounts, I
would suggest writing off the deferred financing cost against subscriptions.
That suggestion, of course, is dependent on the correctness of my theory as to
the origin of the expense.

Answer No. 2: We are of the opinion that the financing cost might properly
have been charged against the subscription account, and that it would be
proper at this time to write off the deferred financing cost to such account. If
this is done, we suggest that the balance-sheet should disclose the situation
somewhat as follows:
Subscriptions...............................................
$1,448,141.02
Less financing cost..................................
189,544.94 $1,258,596.08

or
Subscriptions (less financing cost—$189,544.94)
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